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The 3rd Edition 


ADVANCED ACCOUNTING 


COMPREHENSIVE VOLUME 


by Karrenbrock and Simons 


The second edition of ADVANCED ACCOUNTING has been a very 
popular book—the leader in the field in fact. Therefore, the over-all plan 
of this edition has been kept intact in the third edition. Many important 
changes, revisions, and refinements are made in the text material, in the 
questions, in the exercises, and in the problems of the third edition. These 
improvements reflect: (1) new pronouncements of authoritative sources, (2) 
the latest concepts in contemporary theory, (3) new developments in modern 
practice, (4) suggestions from users of the previous edition, (5) experience 
in the authors’ own classes, and (6) new tax regulations. 


The third edition of ADVANCED ACCOUNTING is challenging but 
understandable. It provides a comprehensive coverage of fundamental con- 
temporary theory that will build a maturity and competence for the account- 
ing major if he looks forward to engaging in public, business, or govern- 
mental practice or if he hopes to pass the AICPA examination. Many new 
problems are included in the third edition. All retained problems have been 
edited and changed if necessary. The first problems in a chapter deal with 
specific matters covered in the chapter and these are followed by problems 
that offer comprehensive review of related matters. Over 90 problems in the 
comprehensive volume are taken from AICPA examinations. 


Working papers, student check sheet, examinations, an instructors’ manual, 
and a complete key of solutions will be available. 


SOUTH-WESTERN PUBLISHING CO. 


(Specialists in Business and E ic Ed ) 
Cincinnati 27, New Rochelle, N.Y., Chicago 5, Burlingame, Calif., Dallas 2 
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IMPACT AND VALIDITY OF THE FORD 
AND CARNEGIE REPORTS ON 
BUSINESS EDUCATION* 


H. G. NELSON y 
Ford Motor Company 


HE preoccupation with education at 
all levels seems to be a product of the 
postwar years. The rush of G.I.’s to 
the universities after the war and the 
anticipated need for facilities for the flood 
of war-time offspring has created an acute 
awareness of the needs of education among 
all segments of the population. This has 
been greatly magnified by the fast-moving 
age in which we find ourselves: Every seg- 
ment of our society, government, industry, 
labor, etc., has been forced to find ways to 
meet the challenges of a period of unprece- 
dented change. Education is no exception. 
As a matter of fact, it is a central factor in 
the process of change. Education at all 
levels, the grammar schools, secondary 
schools, and the colleges and universities, 
has received a full measure of critical anal- 
ysis. Unfortunately, as in most situations 
of this nature, no unified body of opinion 
for constructive action has emerged. But 
this is probably too much to expect since 
the problems are highly complex. 
Education, like communism and juve- 
nile delinquency, finds no lack of experts 
who know precisely what the problems 
are. ‘Why Johnny can’t read” has become 
the central theme of the afternoon bridge 
club and now they have added “Why 
Johnny can’t ‘figger.’ ” Mother is frus- 
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trated trying to find a suitable school that 
will accept her child. Youngsters are con- 
fused by the incessant urging of parents 
for high achievement if they expect to go 
to college and this long before they under- 
stand the desirability of college work or 
before their aptitude for college work is 
demonstrated. 

However, this general preoccupation 
with the status of education in this country 
is certainly not without benefits and should 
not obscure the continuing need for sound 
improvements in our educational program. 
The searching thought that top academic 
people like yourselves are devoting to the 
problem is impressive. With time a sound 
direction will emerge. In this connection, 
the Gordon and Pierson reports represent 
the kind of basic analysis most useful to 
the approach of any program of change or 
improvement. I suppose that in any study 
of such broad scope, objections or disagree- 
ments with the analytical techniques used 
and, in certain cases, the conclusions 
drawn, will be raised. However, there 
seems to be little reason to doubt the valid- 
ity of the basic conclusions reached. The 
reports, it seems to me, bring into clear 


* This paper was presented at the annual meeting of 
> — The Ohio State University on August 
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perspective the stimulating challenge avail- 
able to all business school educators. With 
reports of this nature, with broad general 
conclusions, it becomes necessary for each 
individual institution to determine where 
it belongs in the educational community 
and to consider its own situation in relation 
to the findings of the study. I think there is 
no doubt that the reports will have a far- 
reaching effect in stimulating action for 
changes. 

Of course, it would be presumptuous for 
business to express specifics about what 
needs or does not need to be done in the 
field of business education. This entire field 
is in much more capable hands with the 
professional educators. However, it does 
seem practical that business establish a 
close liaison or more articulate channels of 
communication to assist business schools 
in evaluating the products of their efforts. 
In this regard, I thought it might be ap- 
propriate to consider the reports from a 
business point of view. Therefore, I would 
like to discuss three basic facets of the 
reports: 

1. The question of over-specialization. 

2. The area of instructional approach. 

3. The problem of academic standards. 

My first observation concerns the ques- 
tions raised over a broadly oriented educa- 
tion or a highly specialized one. Business is 
criticized for talking about the broadly 
educated people it desires and then sending 
its recruiters to hire the specialists. 

William H. Whyte, in his book The 
Organization Man is critical of business for 
its pressures in this direction. In the 
chapter on “Business Influence on Educa- 
tion,” he says “ ‘give us the well-rounded 
man,’ business leaders are saying to the 
colleges, ‘the man steeped in fundamen- 
tals: we will give him the specialized know- 
ledge he needs.’ Convention after conven- 
tion they make this plea—and their own 
recruiters go right on doing what they’ve 
been doing; demanding more specialists.” 


While the evidence appears to support 
this allegation, I think the conflict is much 
more subtle than the facts seem to indi- 
cate. And I think it is basically a problem 
of quality vs. quantity. 

I believe, and know from a personal 
standpoint as concerns the management of 
my company, that business executives are 
sincere in their desires about broadly 
oriented people. The thing we must re- 
member is that these men are contemplat- 
ing the executive needs of the future, and 
the handful of rising young men they will 
have who can meet the tests of adequacy. 

We are living in an increasingly complex 
world, and business, to exist and help 
maintain our free institutions, must de- 
velop men with a broad range of skills and 
unusual perception. This is not a fetish on 
the part of management; the development 
of executive talent is too real a problem. 
We must remember that the men who 
come to management’s attention are those 
who early in their careers demonstrate the 
capacity for unusual development. Most 
frequently they are individuals who havea 
wide breadth of understanding induced 
partly by their own mental capacity and 
secondly by a background of training that 
has maximized their creative instincts. For 
these reasons, I think management is im- 
pressed with the potential they see in 
people of this kind. Therefore, when 
management thinks of the college gradu- 
ate, its concept is based on this kind of 
person. 

Unfortunately, too few top flight minds 
have the chance for broadly oriented busi- 
ness training and, as a consequence, the 
supply is restricted and the demand in- 
tense. 

The alternative, of course, is to fill the 
ranks with graduates having well-defined 
specialized training. Such people are avail- 
able in much greater numbers, and because 
of their background are immediately useful 
filling technical job assignments. 


act 


I 
sive 
par 
tha 
tec 
vog 
app 
act 
size 
pas 

sit 
An 
cec 
rel 
fr 
eff 
ing 
pe 
an 
tre 
ce 
a 
b 
sc 

t 

ol 

re 

ti 
el 

i 

4 


I think of vocational training as exten- 
sive specialized course work devoted to a 
particular functional field, course work 
that emphasizes in descriptive fashion 
techniques and methods currently in 
vogue, as well as principles specifically 
applied to a narrow aspect of business 
activity. 

As the reports point out, the growth in 
size and number of business schools in the 
past 25 years has been incredible. This 
situation has created unusual problems. 
Any business that has experienced unpre- 
cedented growth and expansion over a 
relatively short period has experienced the 
frustration involved in developing an 
efficient program ideally geared to a chang- 
ing operational scope. Throughout this 
period of growth, business has developed 
an insatiable appetite for business school 
trainees, and doubtless—if not directly, 
certainly in a subtle fashion—has created 
an image of what it thinks it needs in the 
business school product. At the same time, 
school administrators have been forced to 
think more about the quantitative aspects 
of their problems than the qualitative 
results. As a consequence, there is no ques- 
tion that strong vocational training has 
emerged as an overly-predominant factor 
in many instances—vocational training 
that best prepares a man for a first job 
situation. Certainly it is only natural that 
with this kind of growth, and pressures 
both from students and business for the 
obvious tools to handle a starting work 
assignment, a drift in this direction has 
occurred. I realize that these are relative 
factors at any given institution and the 
extent of the extremes is influenced by 
many factors such as academic philosophy, 
course content, faculty competence, men- 
tal capacity of the students, etc. 

And I do not mean to imply that voca- 
tional training is necessarily bad. It obvi- 
ously has a place in the educational pic- 
ture. Every high school graduate who 


Ford and Carnegie Reports 181 


wants a career in business does not have 
the capacity to cope with a rigid university 
academic program, just as a large percent- 
age will never rise above a level of modest 
responsibility in the business world. So for 
a large segment of the population, a stroug 
vocational training that equips the person 
to do a first job situation with modest 
intellectual demands is essential. 

But I don’t think this is the job of the 
collegiate schools of business, and if busi- 
ness has been influential in creating the 
problem, the academic world has a respon- 
sibility to resist. 

This trade school approach is losing its 
appeal in the business community. Busi- 
ness, both large and small, and I think this 
includes the profession, is becoming in- 
creasingly aware of the fact that in the 
college student they want to hire potential. 
Not a man who can step in and with a 
minimum of training take over a book- 
keeping assignment, but rather to hire a 
man with the intelligence, energy, and 
flexibility to develop into a creative force 
in the organization. More and more the 
realization is emerging that developing 
strong managements of the future cannot 
be left to chance in selection today. Also, 
there is a tremendous need for strong 
technical experts and this will continue. 
But it isn’t enough that even these experts 
be simply journeymen. They, too, should 
develop creative, analytical instincts that 
will make possible the kind of imaginative, 
penetrating, and bold thought that a 
dynamic economic system requires. Conse- 
quently, the argument that only a very few 
will find themselves in the top echelons of 
management is not a valid excuse for over- 
concentration at a university level. 

The reports also devoted considerable 
time to the question of instructional 
methods. It is obvious that the quality of 
instruction greatly influences the value of 
any course. Most subjects can be narrow 
or broad depending on the presentation by 
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the person in front of the class. It seems to 
me that the most challenging part of col- 
lege level work from a teaching point of 
view, is the opportunity to develop a 
student’s capacity to think, not simply to 
remember what he has memorized but 
rather to develop rational conclusions 
about situations analyzed logically from 
basic principles presented in the course 
work. As the young business graduate 
develops and grows in understanding and 
reliability, he becomes increasingly con- 
cerned with this kind of exercise. I agree 
with the reports that any program heavy 
in descriptive type courses has little value 
in developing such disciplines. They are of 
little value in stimulating the inquisitive, 
analytical talents of young minds. Analyti- 
cal and managerially oriented courses are 
much more difficult to develop and vastly 
more difficult to present—but they pay 
unquestioned dividends in maturing and 
developing the individual. 

Gordon and Howell, I think, summed it 
up rather succinctly in their report in the 
following way: ‘Collegiate business educa- 
tion should educate for the whole career 
and not primarily for the first job. It 
should view the practice of business pro- 
fessionally in the sense of relating it to 
what we have in the way of relevant sys- 
tematic bodies of knowledge. It should 
emphasize the development of basic prob- 
lem-solving and organization skills and 
socially constructive attitudes rather than 
memory of facts or training in routine 
skills.” 

In support of this premise, it is interest- 
ing to note the ever-growing areas of 
interest to which the business graduate is 
exposed. I’m thinking here particularly of 
the financially oriented graduates since 
they are the students with whom you have 
principal contact. Business generally is 
becoming acutely aware of the need for 
strong financial leadership if it hopes to 
plan sensibly for the future and to grow 


and develop in a sound manner. The con- 
troller or chief financial officer of any 
business enterprise can no longer afford 
simply to maintain the corporate records, 
satisfy the legal requirements of financial 
reporting, and protect the company’s 
assets. (That is, he cannot be simply a 
recorder and reporter of financial facts.) If 
he is to be effective, he must participate 
fully in the management process, since he 
is the one individual best qualified to 
evaluate the financial implications of 
management plans. 

As a consequence, the truly effective 
financial officer is one who has the perspec- 
tive and broadness of scope to contribute 
fully in the corporate planning and control 
activities. Aside from the traditional func- 
tions of general accounting, cost account- 
ing, taxes, etc., the effective controller 
must provide a financial planning and 
control system that will assist management 
in realizing optimum profits from its plans 
and programs. The finance functions 
should be capable of evaluating alterna- 
tives available to management before 
decisions are made. He must also establish 
sound financial objectives against which 
progress, or the lack of same, can be meas- 
ured. With a responsibility of this scope, it 
is obvious that financial personnel must 
have an extensive knowledge of the 
market, of manufacturing operations, of 
product plans, of economic trends, and so 
on. Almost every problem that manage- 
ment must act on is susceptible to finan- 
cial evaluation whether it relates to the 
development of a new product, the eco- 
nomic justification of new facilities, or level 
at which products should be priced. 

The skilled financial advisor, therefore, 
must develop a sophisticated understand- 
ing of the relationship of revenues, costs, 
and assets and the action and interaction 
that these elements have on one another. 
Broad business training cannot be ex- 
pected to provide a mature understanding 
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of these relationships. But if properly 
integrated, it will stimulate an awareness 
of the broad financial concepts that must 
be considered in the analysis of business 
problems. 

The growing field of operations research 
isa good example of creative thinking that 
can bring entirely new approaches to the 
evaluation and solution of business prob- 
lems. The application of mathematical 
techniques has only begun to show its 
potential. The availability of high-speed 
computers makes possible completely new 
and unique approaches. These techniques 
are providing vastly improved manage- 
ment data. Market forecasting, scheduling, 
distribution analysis, and facility planning 
are examples of only a few problem areas 
where the application of these techniques 
can bring better answers than the empiri- 
cal methods of the past. This is mentioned 
to place in perspective the broad and chal- 
lenging demands for new approaches to 
financial data that are being expected from 
financial managers. 

This field unquestionably will have a 
greater and greater impact on business 
management techniques. It seems to me 
that the business graduate who lacks at 
least a basic appreciation and understand- 
ing of mathematical and statistical rela- 
tionships will suffer from the deficiency. 
New approaches of this kind in the busi- 
ness community should certainly be recog- 
nized in the curriculum of the universities. 

I have stressed the need for broadly 
oriented, analytically inclined individuals 
because by daily experience I am again and 
again reminded of the urgent need we have 
for such people. The pressures within our 
own organization for young, intellectually 
aggressive individuals capable of contrib- 
uting fresh, original thinking to a con- 
stantly changing array of complex and 
perplexing business problems is never 
ending, and this will continue to be true as 
long as our economy remains dynamic. 
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This fact is even more forcefully brought 
home by the pressures from outside our 
organization for young people with this 
training and “know how.” Therefore, is it 
any wonder that the competition as re- 
flected in offered salaries and number of 
opportunities for this kind of person is 
unusual? 

As the reports point out, however, no 
amount of training can replace a lack of 
mental capacity. In other words “there is 
no point in trying to nickel-plate a crow- 
bar.” The business schools are granting 
50,000 diplomas a year and this number is 
expected to increase to 100,000 in 1970. If 
many of these candidates are coming from 
second class intellects as suggested by the 
reports, the academic world will have real 
trouble in upgrading its course work. 
Donald K. David in a recent lecture at the 
University of Michigan made a very blunt 
but significant statement. He said, “Too 
many students in schools of business 
administration are not really interested in 
being educated.” This is a problem of 
standards, and maintaining standards is 
never an easy task. 

From a financial planning standpoint, 
we try to measure the effectiveness of 
management in relation to certain well- 
defined criteria that we believe are attain- 
able but still have a substantial measure of 
task. To operate otherwise is to operate in 
a vacuum. It seems to me the same is true 
in the academic world. 

I think this is a point that business 
educators must realize when they criticize 
companies for specifying their desire to 
talk to the top one-fourth or one-fifth of 
the class. Schools must realize that busi- 
ness is not spending thousands of dollars 
annually to hire mediocre or average 
people. I sometimes think that the various 
universities, and this is understandable, 
become mesmerized with the annual 
phenomena of coliege recruiters swarming 
over the campus competing vigorously for 
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the graduating seniors. 

Business has need for many people and 
the colleges are a prime market place. A 
great number of the people hired, of course, 
will be relegated to a very modest level of 
progress. One major factor is the inherent 
limitations of the individual himself—his 
mental capacity, energy, drive, initiative, 
leadership qualities, etc. In these situa- 
tions, even the best kind of training will 
yield only marginal results. 

We have found a very high correlation 
between academic excellence and perform- 
ance on the job, too close a correlation to 
ignore it as a significant factor in selection. 

The growth and effectiveness of any 
organization is directly tied to the supply 
of qualified personnel it has available. 
Therefore, there is no substitute for mak- 
ing sure on a consistent basis that a cadre 
of vigorous young graduates are injected 
into the company each year. If these 
people have the proper attributes of intel- 
lectual aggressiveness, analytical perspec- 
tive, articulate communication skills, and 
sound social adjustment, they should react 
favorably to a sound developmental pro- 
gram. 

To this point, I have tried to comment 
on the needs of management for men with 
a broad range of skills, and the flexibility of 
intellect and academic training to compre- 
hend a wide variety of increasingly com- 
plex business relationships. I would like to 
mention briefly the accounting major, 
since this is the area of your greatest 
interest. 

Unfortunately, I think there is a tend- 
ency on the part of these students fre- 
quently to view the controllership area 
erroneously. That is, through his academic 
exposure the student regards the controller 
as the man who is responsible for the 
financial statements and reports, cost 
accounting, property, taxes, etc. Often, he 
acquires the impression that the activity is 
mainly a bookkeeping and reporting func- 


tion. Therefore, in this frame of reference, 
“industrial accounting” has acquired an 
unfavorable reputation with the brighter 
accounting student. What is more perplex- 
ing, however, is that in this academic 
climate the student’s understanding of the 
dynamic nature of financial management 
is never developed. Without exposure to 
the managerial uses of accounting and 
financial data, and an appreciation of the 
relationship of financial data to the deci- 
sion-making responsibilities of manage- 
ment, he is neither in a position to wisely 
select his strongest vocational interest nor 
to develop properly his analytical poten- 
tial. Much of the concentrated work in 
accounting in many institutions is very 
heavily oriented toward the profession 
rather than industry; there is an extreme 
emphasis on such things as theory, princi- 
ples, procedures, auditing, etc. These 
courses do prepare a man for the profes- 
sional examination but, by and large, do 
little to develop his understanding or 
perception of the uses of accounting data 
for management control. 

As a consequence, when we try to expose 
these individuals to the financial planning 
activities such as cost analysis, profit plan- 
ning, pricing, facilities analysis, etc., they 
lack the training to compete favorably 
with others having a more analytical back- 
ground. My strong convictions are that the 
accounting student needs to understand 
what the data means just as much as how it 
should be recorded if he can expect to grow 
into an effective financial manager. In 
those cases where the curriculum has been 
oriented in this direction, however, it is our 
experience that the student adapts very 
effectively to analytical and ‘interpretive 
responsibilities. 

I have tried to confine my comments to 
major areas of concern in the reports, to 
specialization, instructional techniques, 
and academic standards. 

I have purposely tried to avoid a state- 
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ment of specific characteristics and capa- 
bilities that business looks for in the 
graduates it hires. And I have avoided, as 
well, a discussion of specific deficiencies 
brought out in the reports. I think these 
are self-evident and very thoroughly cov- 
ered in the reports. 

I do think that Professors Gordon and 
Howell stated the position of business very 
articulately when they said, “Businessmen 
in the decades ahead will need a higher 


order of analytical ability, a more sophisti- 
cated command of analytical tools, a 
greater degree of organizational skill, a 
greater capacity to deal with the external 
environment of business and more ability 
to cope with rapid change than has been 
true in the past.” 

The reports, I believe, offer a very useful 
backdrop against which progress toward 
these objectives can be evaluated. 
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ACCOUNTING EDUCATION AND THE 


FORD AND CARNEGIE REPORTS* 


W. WERNTZ 
Partner, Touche, Ross, Bailey & Smart 


tinue to move forward in the next 

twenty-five years as it has in the past 
twenty-five years, educators and certified 
public accountants face important prob- 
lems, some of which it is my intention to 
discuss here. What I have to say should be 
regarded as my own personal views and 
not necessarily those of the American 
Institute of Certified Public Accountants 
or its interested committees. Indeed, they 
are not necessarily those of other members 
of my own firm. 

To begin with, I would like to express a 
view of formal accounting education that 
to some may seem to be wholly unortho- 
dox. By formal accounting education, I 
refer, of course, to a curriculum at the 
college level leading to a bachelor’s degree 
with a major in accounting. Without now 
arguing the question of experience, such 
courses are intended to qualify the gradu- 
ate for entrance into the beginning levels of 
his profession as an accountant, whether 
public, private, or governmental. Formal 
education in accounting should not, in my 
opinion, be regarded as an end in itself but 
rather as a quicker and more efficient 
means of acquiring necessary knowledge 
than, for example, home reading or an 
apprenticeship. It is equally true, however, 
that the qualified professional today can- 
not be merely a technician. He must also 
be an educated man in the true sense of the 
word, 

This is an important fact. For, the fur- 
ther a man goes in accounting, whether 
public or private, the more his technical 
knowledge as an accountant will merge 
into and, at times, become an almost indis- 
tinguishable part of his knowledge and 
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ability as a businessman or a business- 
man’s consultant. Certainly, the discipline 
of his accounting training should not be 
lost. Indeed, it is nearly always true that 
his advice and counsel on a very wide 
range of problems are sought and are 
valuable because of his accounting view- 
point. 

Here, again, we customarily today re- 
sort to formal education to provide our 
young people with the breadth of view and 
knowledge that we believe is necessary to 
be an educated man as well as a technician. 
Again, however, the formal education is 
merely a quicker and more efficient way to 
attain a desired level of knowledge and 
skill. 

Our problem then becomes one that is 
familiar to all accountants and particularly 
cost accountants. How great a cost in 
terms of time and effort can a young man 
afford to spend in formal education and 
how much should be left to be obtained 
through self-education and experience? 
Once this is decided, the next important 
question to be resolved is this—which 
parts of the desired level of general and 
technical education can best and most 
efficiently be handled formally and which 
parts are more efficiently left to self- 
education or to experience and on-the-job 
training? 

Among other things, the Ford and 
Carnegie reports clearly conclude, as I 
read them, that at least five years of train- 
ing, beyond the secondary level are needed 
to provide both technical and general 
education; that it is more efficient to teach 


* This paper was presented at the annual meeting of 
the Association at the Ohio State University, on August 
30, 1960. 


gene 
onl 
cal 
min 
A 
Rea 
me 
are 
me 
fam 
whe 
coll 
se 
ava 
acct 
for 
a 
gra 
Cai 
me 
ou 
Th 
co 
of 
Pu 
a f 
cle 
imi 
b 
effi 
co 
the 
co 
tio 
pec 
fo 
nic 
tec 
th 
the 
an 
fa 


general than technical subjects; and that if 
only four years are available, then techni- 
cal courses should be reduced to the barest 
minimum. 

As to the first conclusion, it is hard to 
disagree in the sense of the ideal situation. 
Realism suggests, however, that attain- 
ment of this ideal is still far off. Pressures 
are very considerable on most of our young 
men to begin to produce income, to form 
families, and to begin their business careers 
when they have completed four years of 
collegiate level training and their military 
service. Conversely, the facilities now 
available for advanced training are very 
limited. Moreover, insofar as professional 
accountants are concerned, requirements 
for only a few states are such as to demand 
a college degree, let alone any post- 
graduate work. 

Unfortunately, neither the Ford nor the 
Carnegie report dwelt heavily on the 
means and mechanics of transition from 
our present levels to those recommended. 
This, it will be remembered, was a major 
concern of the Commission on Standards 
of Education and Experience for Certified 
Public Accountants. It, too, recommended 
a five-year program, but made it quite 
clear that, for the present and even the 
immediately foreseeable future, the great 
bulk of entrants to the profession would do 
so on the basis of a four-year program. 

The second conclusion, that it is more 
efficient to teach general than technical 
courses, I draw from the recommendation 
that in a four-year course, technical 
courses be minimized. This recommenda- 
tion has a very practical and human as- 
pect. It seems to me far more likely that a 
four-year graduate with a minimum tech- 
nical education will be impelled to acquire 
technical training for his chosen field than 
that a thoroughly trained technician will 
thereafter acquire the skills, knowledge, 
and disciplines of the courses omitted in 
favor of technical courses. The pressures 
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generated by family responsibilities as well 
as job requirements are much more likely 
to be stronger than the urge to acquire 
such added general training which rarely 
produces any quickly discernible results, 
either financially or in terms of job ad- 
vancement. 

The third conclusion, that a four-year 
course should be heavily weighted in 
general education, is, of course, merely a 
corollary of the second conclusion. 

I cannot pass without comment this 
assumed distinction between ‘technical’ 
and “general” courses. There is in the 
reports a distinct assumption that a tech- 
nical course, such as advanced accounting 
principles or statement presentation, can- 
not compete with, say, History II as an 
intellectual training ground. In my opin- 
ion, this is just not so. I think the trouble 
lies in a preoccupation with the mechanical 
simplicity of double entry bookkeeping 
and a failure to understand the significance 
of accounting as a means of measuring, 
describing, and explaining economic activi- 
ties. While it is likely that very many 
accounting courses now being given can be 
fairly criticized, there is no doubt what- 
ever in my mind that the substance of 
accounting is such as to provide ample 
materials for courses that, properly pre- 
sented, would compare favorably with 
most if not all the so-called liberal arts 
courses. Witness, if you will, the fact that 
more than a few law schools have intro- 
duced specialized accounting courses, for 
credit, designed to acquaint its future 
lawyers with the rudiments of accounting 
theory and practice. These courses are not 
designed to enable lawyers to account for 
their own business operations. They are 
designed to give the lawyer an introduction 
to the disciplines of accounting and a 
better understanding of business opera- 
tions and policies. 

From the point of view of the practicing 
certified public accountant, the situation 
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presents a dilemma. On the one hand, he 
wants men added to his staff to have the 
general knowledge and ability and the 
technical training necessary to make them 
prospective supervisors, managers, end 
partners. On the other hand, business : nd 
economic pressures demand that new s aff 
men begin to be productive almost 1m- 
mediately after, say, three to four weeks of 
intensive indoctrination work. Without at 
least basic training in accounting, this is 
impossible except for the exceptional man. 
Even in the case of the exceptional man, 
the situation would call for substantial 
out-of-office-hours training in basic ac- 
counting, an area in which you and your 
colleagues and universities are far more 
skilled and efficient than the practitioner. 

The problem becomes more complicated 
as state laws and the regulations of state 
boards set up more rigid and more exten- 
sive educational requirements as prereq- 
uisite to admission to the C.P.A. exami- 
nation. To acquire the necessary course 
credits while at work, even for a man who 
has two or three courses in accounting, is a 
long drawn out and difficult problem. Not 
the least difficulty is the limitation im- 
posed on his work assignments to enable 
him to attend classes. Where a degree in 
accounting from an accredited college is 
essential (as compared merely to course 
credit), the task of qualifying while work- 
ing may be insurmountable. I have little 
doubt that such rigid requirements have 
dissuaded many a promising young man 
from a career in accounting. We must also 
keep this in mind, that detailed prescrip- 
tion of required course credits can lead, if 
overdone, to demoralization of both stu- 
dents and colleges—e.g., the developments 
which ensued from the notion that a 
“certificate” attesting to the completion of 
certain credits was a prerequisite for 
teaching in some public schools. 

I think the answer to this dilemma for 
some time to come lies in the improvement 
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of the four-year course. I think the pro. 
gram proposed by the Ford and Carnegie 
reports points to the right ultimate objec- 
tive, yet, for present purposes, it goes too 
far. What I think can be done is to follow 
the American Accounting Association’s 
proposal of a 50-50 or 60-40 division 
between liberal arts and business courses 
with a maximum of, say, twenty-four 
hours in accounting. This would not, how- 
ever, meet the requirements of a few 
important states along the Atlantic sea- 
board. To attain maximum objectives, the 
accounting courses should be tightened up 
with minimum attention to the mechanics 
of bookkeeping, an increased emphasis in 
depth on basic accounting, auditing, and 
data presentation, and a reversal of the 
trend in some quarters toward a great 
proliferation of “‘special’’ courses. It would 
also be well if, in the liberal arts area, what 
are sometimes labeled “snap” courses were 
eliminated. In both areas, technical and 
general, there is doubtless room for im- 
proved methods of presentation of the 
subject material. 

The nub of the Ford and Carnegie re- 
ports is, of course, the much discussed 
“Fifth” or even “Sixth” year. A similar 
recommendation for advanced study was 
made by the Commission on Standards. 
The latter, I think, envisioned a much 
more technical program than the former, 
though this may merely be a reflection of 
the fact that the Ford and Carnegie reports 
are directed to business administration, 
with accounting as a relatively minor 
special topic, whereas the Commission 
addressed itself only and specifically to the 
education of professional accountants. A 
fact that has not been given due promi- 
nence is that both reports had at least some 
kind words to say for current standards 
and methods of accounting education. 

Personally, I think the prominence 
which has been given to the term “Fifth 
Year” is most unfortunate. It seems to me 


to c¢ 
cou 
sou 
tog 
I th 
repl 
sio 
as t 
be 
cou 
nee 
diff 
do 
lers 
pre 
ant 
see 
di 
an 
int 
be 
ela 
w 
fo 
ot 
m: 
se 
y' 
i 
t 
hi 
d 
ti 
e 
a 
i 


Accounting Education 


to connote a continuance of undergraduate 
courses and methods of instruction. It 
sounds as if a¢countants required five years 
to get to the place where others get in four. 
[ think the term ought to be dropped and 
replaced by, say, a phrase like “Profes- 
sional Year.” 

There has been a good deal of discussion 
as to whether the professional year should 
be pointed toward a career in public ac- 
counting. Indeed, some have said that the 
needs of a controller and of a C.P.A. are so 
different as to be incompatible. With this I 
do not agree. It seems to me that control- 
lers and their top assistants are as much 
professional accountants as are partners 
and their top assistants in a C.P.A. firm. It 
seems to me both need about the same 
disciplines, the same store of knowledge 
and skills, and the same professional 
integrity. Obviously, by the time a man 
becomes a controller, he may well have 
elaborated on this basic training in one 
way while the partner in a C.P.A. firm 
followed another course and developed 
other skills more strongly. However, as a 
matter of formal minimum training, I can 
see no essential difference in needs. 

The organization of the professional 
year, its course content, and the method of 
instruction are clearly questions for educa- 
tors to solve. Quite a number of schools 
have taken first steps in that direction. As 
might be expected, the approach has been 
different in almost each instance. Many of 
the schools with what are generally consid- 
ered to be excellent undergraduate ac- 
counting curricula have not as yet moved, 
although some, I believe, have one or more 
proposals under consideration. Unfortu- 
nately, from what little I have heard, some 
of the existing programs appear to be 
merely a “Fifth” year, an extension of the 
undergraduate approach and materials. 

What the Commission on Standards had 
in mind as a “Fifth” year was a truly 
professional school addressed to the more 


189 


mature minds of men who had selected 
their profession. While we have perhaps 
models in the form of our law schools and, 
in some respects, medical schools, the 
nature of the professional accounting 
s¢hool has yet to be discovered. I am sure, 
hbwever, that somewhere among you or 
your colleagues there are those who will 
come up with ideas that will do the job and 
will arouse others to emulate and improve 
upon them. 

While this is essentially your job, I hope 
you will not feel I am overly brash if I 
make a few observations which might be 
worth considering. First, I think, as a part 
of a professional accountant’s training, he 
should be indoctrinated in the history of 
our profession, particularly in its modern 
form. I think each professional accountant 
should be aware of how and why we are 
where we are today. To do this requires 
some familiarity with the landmarks in our 
literature. To choose but a few that come 
to mind, I cite the exchange of correspond- 
ence with the New York Stock Exchange 
in the early 1930s, the Sanders, Hatfield & 
Moore Study, Hatfield’s Modern Account- 
ing, Canning’s Economics of Accounting, 
the early editions of Montgomery’s Audit- 
ing Principles, the several statements of 
principles published by the American 
Accounting Association’s committees, a 
history of the profession in this country 
which, I believe, is shortly to be published, 
and so forth. These readings would be 
required: they would not be “taught,” nor 
would course credit be given. Some may 
say that much of these are musty, out of 
date, or not representative of current 
thought and practice. This may be, but if 
the study of history in any field is signifi- 
cant, it is equally so here. 

Next, I would like to have considered 
the possibility of a course or seminar that 
would deal with the administration of an 
accounting practice. It, as I see it, might 
include a wide and miscellaneous variety of 
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subjects such as ethics, office practices, 
record keeping, personnel recruitment 
and administration, staff assignments and 
training, public relations, community and 
civic relations, the role and utilization of 
the services offered by the state and 
national societies, and so on. You may say 
these are not things germane to entry into 
the profession. Perhaps so, but exposure 
to ethics is clearly essential, and knowledge 
of the other problems would, I think, make 
the young accountant considerably more of 
an integrated part of the firm with which 
he becomes associated. They would be of 
especial value to the young man who 
wanted, alone or with one or two others, to 
start his own practice. 

Finally, I think it may be necessary to 
challenge the customary division of topics 
into the traditional groupings of account- 
ing theory, auditing, cost accounting, 
systems and taxes. In law, this was done at 
one university years ago. In that case, the 
formerly recognized courses in corpora- 
tions, agency, partnership, business com- 
binations, plus areas falling in other 
courses, were combined and then split into 
such topics as Business Organization, 
Business Management, Business Finance, 
and Business Losses. The benefits have, I 
believe, been considered to be substantial. 
Perhaps we should try on for size a course 
entitled ‘““Revenue Recognition, Measure- 
ment, and Substantiation” or ‘“Manage- 
ment of Fixed Assets.”’ And perhaps not— 
that is strictly in your province. One thing 
to me is pretty certain—the proposed 
added year will not long exist if it is noth- 
ing but a continuation of undergraduate 
courses and techniques. 

Before closing, I would like to tell you a 
little about the Committee on Relations 
with Universities of which I am presently 


chairman. Its membership is about equally 
divided between educators and practicing 
accountants. This committee came into 
being as a result of the Bailey committee 
report on the recommendations made by 
the Commission on Standards of Educa- 
tion and Experience for CPAs. The com- 
mittee’s charge was to work out means of 
implementing the recommendations of the 
Bailey committee. So far in this first year, 
the work of the committee has been almost 
wholly at the subcommittee level. I think 
you will be interested in the titles of the 
subcommittees as indicative of the areas 
under study. These are as follows: 


Student Internships and Student Schol- 
arships 

Special Courses for Public Accounting 
Instructional Programs 

Professional Programs and Accredita- 
tion Faculty Residencies 

Faculty Recruitment and Advanced 
Studies 

Reports on Education 
Administration 


in Business 


Broadly, the real purpose of the Com- 
mittee is to explore ways and means by 
which practicing accountants can aid 
educators and colleges in continuing the 
progress which accounting has been mak- 
ing over the past years. 

In conclusion, I am sure that better and 
more efficient means will be found to train 
our young men and women for entry into 
the profession as well rounded and techni- 
cally adequate individuals. If the two 
reports do nothing more, they will cer- 
tainly prove to have focused attention on 
the problem, caused a good deal of self- 
reexamination, and stimulated discussions 
from which nothing but good should come. 
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REPORT OF THE COMMITTEE ON THE STUDY 
OF THE FORD AND CARNEGIE 
FOUNDATION REPORTS 


President Charles J. Gaa as a task 

committee operating under the Joint 
Committee on Education, to receive and 
review the Ford and Carnegie reports for 
the American Accounting Association. Our 
instructions were to study the reports 
including the circumstances and manner of 
their preparation, to consider their impor- 
tance to the schools of business and par- 
ticularly to accounting departments, and 
if possible to go so far as to suggest steps 
which may be desirable in their implemen- 
tation. 

The two reports: Higher Education for 
Business by Gordon and Howell, and The 
Education of American Businessmen by 
Pierson were financed and sponsored by 
The Ford Foundation and the Carnegie 
Corporation of New York respectively. 
Thirteen chapters of the Pierson Report, 
comprising almost two-thirds of it, were 
written by as many different contributors. 
Both reports were published in 1959; each 
is technically independent of the other, 
although the authors were fully aware of 
each other’s efforts and cooperated in 
certain matters of fact gathering. There is 
virtually no difference of opinion between 
the reports; in fact their general tenor is so 
similar that much discussion about them is 
in terms of “the Gordon and Pierson 
Reports” as though they were in fact a 
joint effort. We will refer to them hereafter 
as the Ford Report and the Carnegie 
Report. 

Together they constitute over 1200 
printed pages and in this volume they say 
almost everything that could have been 
said and also succeed in hedging just about 
every statement to which anyone could 
take exception. It is easy to pick specific 
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statements or paragraphs with which to 
disagree. Much of this has been done in 
speeches and in published articles in the 
months since the reports became available. 
Most of such criticism can be refuted by 
showing it to be just another case of quot- 
ing out of context, for in this case the 
context is the whole 1200 pages. It is diffi- 
cult indeed to discuss or criticise any 
portion without running this risk of being 
“out of context.” 

With this in mind this committee de- 
cided to forego the temptation to argue on 
specific detailed points and to apply its 
efforts rather to assaying the general im- 
pact of the findings. It is no doubt true 
that every critical observation made in 
these reports is well-deserved somewhere 
among the 560 institutions involved in 
education for business. It is also true that 
many of the criticisms made would not be 
applicable to a substantial number of 
schools. This Committee urges that the 
faculty of each school should read the 
entire reports so that by carefully trying 
on each shoe of criticism they may find 
those which fit their particular situations. 
It is our hope that the report of the com- 
mittee will be a useful background against 
which to appraise a thousand specific 
points. 


SELECTION OF ACCOUNTING STUDENTS 


One important facet of the business 
education problems that is recognized by 
both reports is the fact of anti-selection 
which plagues education for business as 
against the other professional fields and the 
sciences. By various measures it appears 
that the cream of incoming students goes 
to engineering, law, medicine, and the 
sciences while we in business accept too 
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many of the lower half of those entering 
college, though we may draw some satis- 
faction from the fact that we fare better 
than agriculture, home economics, and 
education. Both reports follow this obser- 
vation by suggesting that business schools 
should tighten up on their selection proc- 
esses. They suggest that the coming of the 
great wave of students in the next few 
years may be an auspicious opportunity to 
do this since the business schools will have 
plenty of applicants to choose from. The 
authors do not seem to realize that there 
may be a contrary impact and that the 
social pressure and the pressure from top 
administrations of the schools to make 
room somewhere for the incoming horde 
may make it extremely difficult for many 
business schools even to retain their pres- 
ent standards of admission, to say nothing 
of raising them. We urge a frank recogni- 
tion of this situation and its difficulties as 
the necessary basis for an aggressive cam- 
paign for the defense and improvement of 
admission standards both to business 
schools in general and to the accounting 
curriculum in particular. 

The accounting profession has recog- 
nized this problem for many years and 
continues to strive diligently to attract 
better students to business and accounting. 
The American Accounting Association, 
through its Accounting Careers Commit- 
tee, has been particularly active in this 
area and the pamphlet “Young Eyes on 
Accounting” has received wide distribu- 
tion. Currently, the scope of this commit- 
tee is being expanded to promote and 
correlate the work of the AAA and other 
accounting organizations in attracting 
students to accounting. At the same time 
the AICPA has made a noteworthy contri- 
bution to the solution of this problem 
through its pamphlet “A Career in Public 
Accounting” and its film “Accounting, the 
Language of Business.” In addition, the 
AICPA Committee on Personnel Testing 


has developed a battery of tests which 
measure an individual’s interest, aptitude, 
and potential for accounting. 

The Ford and Carnegie reports both 
acknowledge that within the business 
schools the accounting departments have 
generally attracted the more able students, 
Thus accounting has, within the business 
school, somewhat the same position which 
the natural sciences have in the larger 
context of the liberal arts colleges. Ac- 
counting has the deserved reputation of 
being more demanding than the other 
business subjects and it has for this reason, 
among others, come to occupy a unique 
position of respect. The reports acknowl- 
edge that accounting courses in general 
are taught with more intellectual rigor 
than the other business courses. The posi- 
tion of education for business against the 
general educational background, and the 
particular position of accounting within 
the business school, must be kept in mind 
in interpreting the more specific observa- 
tions and recommendations. 


THE ELEMENTARY COURSE 


Practically all business curricula require 
at least one year of accounting for all 
business students. This first course com- 
monly serves as the entry to accounting for 
accounting majors as well as the terminal 
course for other students. Both reports 
raise considerable objection to the way in 
which this course is given both from the 
angle of content (too much procedural 
detail, not enough interpretation, analysis, 
management) and from the angle oi the 
uninspired teaching which is actually 
closely related to the matter of content. 
We reject the idea that uses and decision 
making can be taught without an under- 
standing of techniques, but we agree that 
many elementary accounting courses could 
be improved by a reduction of the proce- 
dural aspects and by a considerable in- 
crease in attention to interpretation and to 
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managerial uses of accounting data. More- 
over, we believe that this trend can 
strengthen the elementary course both asa 
frst course for those who will go into 
accounting and for business students in 
non-accounting areas. 


ACCOUNTING IN THE UNDER- 
GRADUATE CURRICULUM 


The Ford and Carnegie reports develop 
through many pages of extensive discus- 
sion the philosophy that a college educa- 
tion up to the baccalaureate should be kept 
general. Education is said to be prepara- 
tion for life rather than for a career. Fur- 
thermore, they say when education must 
be narrowed, the aim should be prepara- 
tion for a career rather than for a job. This 
philosophy of breadth dominates every- 
thing that is said on more specific matters 
throughout the reports. Many readers— 
and this is certainly true of the members of 
this committee—reject the implication 
that all liberal arts courses are of greater 
value to basic education, to the develop- 
ment of the personality, and to training in 
analytical thinking than are courses in 
business administration. Hedges against 
this objection can, of course, be found in 
the reports but the general impression is 
unmistakably given that business admin- 
istration courses are to be tolerated only 
for their occasional usefulness, while the 
languages, mathematics, history, and sci- 
ences bear the burden of real education. 
Certainly we in accounting have reason to 
believe that our subject, properly taught, 
has many of the merits of mathematics in 
the training of the analytical facilities and 
many of the merits claimed by history and 
the social sciences of explaining the basic 
social phenomena whose understanding 
marks the cultured man. Undoubtedly our 
colleagues in other areas of business 
administration see basic values in their 
disciplines as we see them in ours. 

We do not feel that this defense of ac- 


counting is merely an emotional reaction, 
but that it touches a real factor to be care- 
fully appraised lest the swing away from 
too much specialization go too far toward 
meaningless generalization. 

No doubt the authors of these reports in 
their extensive surveys have found glaring 
examples of bachelor’s degrees given for 
programs of study overloaded with busi- 
ness in general or with accounting in 
particular. Thoughtful educators have 
been aware of this unfortunate trend and 
the stronger schools have resisted the 
pressure for more and more practical, 
applied, specialized courses. The practical 
question is, “How much is too much?” 

In the nature of the case it is unlikely 
that there is one right answer, one set of 
proportions in which general education, 
business education other than accounting, 
and accounting should be combined for the 
ideal education. Schools vary in their 
faculties, in their student bodies, and with 
respect to the communities they serve. The 
discussion in the Ford and Carnegie re- 
ports seems to be feeling for the one per- 
fect formula. Actually it would be unwise 
to conclude that hundreds of business 
schools across the country should strive to 
become true copies of any specific school. 
To do so would be to ignore differences in 
circumstances and mission which are very 
real and which should be determining. 
Perhaps it would have been unreasonable 
to expect these reports to outline the cir- 
cumstances justifying departures from the 
ideal which they were still struggling to 
formulate. Yet that is exactly what each 
school must do for itself. 

The most objective single conclusion of 
each of the reports of direct significance to 
us accounting teachers is its percentage 
allocation of undergraduate hours to the 
three basic areas: liberal arts, general busi- 
ness, accounting. In the following tabula- 
tion these are set up in comparison to the 
corresponding percentages from various 
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PERCENTAGE ALLOCATION OF UNDERGRADUATE Hours 


Liberal Arts Business 
(Including Excluding Accounting 
Economics) Accounting 
Carnegie Report?. 62.5-67.5 25-27 .5 12.5-15 
AAA Standards Rating Committee (Recommendations)’. . 50 25 25 
AAA Committee on Scope of the Four Year Accounting 
Major (Recommendations)*.....................0005 50 25 25 
AAA Task Committee on Standards of Accounting 
Instruction (Findings—1950-54)*.................... 50 25 25 
AAA Committee on Scope of the Four Year Accounting 
50 26 24 


Major 


Page 213. 
2 Page 227. 
* THE ACCOUNTING REVIEW, January 1954, page 43. 


previous studies. 

The American Accounting Association 
has long recognized the importance of a 
proper proportion among the educational 
elements. It is entirely possible that the 
deliberations of our committees have been 
more intensive and their recommendations 
on a better informed basis than those of the 
Ford and Carnegie reports. Intensive 
study of the problem since 1950 has re- 
sulted in the virtually uniform recommen- 
dation of 25% to accounting, 25% to other 
business, and 50% to liberal arts. 

Compared to these recommendations 
the Ford report limits the accounting 
percentage to 10% while the Carnegie 
report calls for the range 12.5 to 15%. The 
percentages taken away from accounting 
are divided between other business sub- 
jects and liberal arts with the Carnegie 
report putting the bulk into liberal arts 
and the Ford report allowing a wider 
range and suggesting a somewhat greater 
share going to general business. 

This then is the general picture of what 
the two reports would do to the “under- 
graduate accounting major.” In effect 
they are saying here as they say in various 
ways in the text that any serious effort to 
“major” at the undergraduate level is 
simply not good educational philosophy. 


THe ACCOUNTING REviEw, April 1960, page 295. 
5 THE ACCOUNTING REvieEwW, January 1956, page 37, 
THe ACCOUNTING Review, April 1960, page 204. 


C.P.A. REGULATIONS 

The recommendations of the two reports 
present us with a serious conflict between 
such a reduction in the accounting cur- 
ricula and the C.P.A. legislation and 
regulations of most states. The Carnegie 
Report acknowledges on page 224 that the 
“...(C.P.A. licensing requirements con- 
stitute a serious strait jacket. Looking to 
the future, much more of the work prepar- 
atory to the C.P.A.:examination should be 
taken at the graduate level. Students who 
are not in a position to complete their 
training by this route would be obliged to 
supplement their undergraduate prepara- 
tion by attending special summer sessions, 
night school, or separate accounting insti- 
tutes. Meanwhile the schools face a genu- 
ine dilemma which cannot readily be 
resolved. Their sole effective course of 
action would appear to be to shift to a 
graduate emphasis just as rapidly as 
possible. 

The Ford Report is no less positive on 
the point when it says on page 214, ‘Under 
no circumstances should an undergraduate 
business school undertake to prepare 
students for the C.P.A. examinations by 
the time they receive their bachelor’s 
degree.” 

This is stiff medicine, and it is certain 
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that many schools will resist it. On the 
other hand it differs only in degree from 
what a considerable number of leading 
schools have advocated for some time. 
Whether the so-called specialization of 
accounting at the undergraduate level 
should be cut to 10 per cent or to 15 or to 
25 will be open to debate for a long time, 
but many educators are aligned against the 
30 per cent or more which at present is the 
rule in some schools. 

On the acute matter of the relations of 
our schools to boards of C.P.A. examiners, 
it should be remembered that the present 
laws have in general had the approval of 
accounting faculties. By and large the 
C.P.A.’s who have helped to mold legisla- 
tion have been in very amicable contact 
with the accounting professors. These 
same amicable contacts can be used to 
bring about some revisions in the total 
course requirements as accounting educa- 
tion becomes more effective. The schools of 
business do have an obligation to meet 
existing C.P.A. requirements. If the argu- 
ments for amending these requirements are 
sound, we need not be unduly worried 
about such amendments being made even- 
tually. 

It may be appropriate to point out that 
such specialized training as is really neces- 
sary in the public accounting area is being 
provided for quite effectively in two 
rapidly developing forms. The larger 
C.P.A. firms are already well embarked on 
their own training programs which are 
admirably suited to give the specialized 
training that is really needed. The Ameri- 
can Institute of C.P.A.’s also is well along 
on its program of continuing education 
which can perform this function for the 
smaller firms not able to set up their own 
special training. Controllers of industrial 
and commercial companies have long 
assured us that they stand ready to take 
care of specialized accounting require- 
ments by on-the-job training. 


Considering these factors this committee 
believes that the Ford and Carnegie rec- 
ommendations regarding excessive spe- 
cialization point in the right direction. We 
do not, however, approve their specific 
recommendations: we believe that they 
have gone too far. We hasten to add the 
very important corollary that each busi- 
ness faculty should screen carefully the 
liberal arts areas and courses that are 
approved. The de-merits of over speciali- 
zation and poor teaching are found as 
frequently in the liberal arts colleges as in 
business administration. 


CONTENT AND QUALITY OF ACCOUNTING 
INSTRUCTION 


There remains to be considered the large 
problem of content and quality in our 
accounting courses. Both reports assert 
and imply in dozens of ways that business 
administration courses on the whole are 
generally unsatisfactory. They do acknow- 
ledge that accounting is occasionally more 
rigorous than most other business adminis- 
tration courses, but this comparison con- 
stitutes only faint praise. 

The reports say that too much tech- 
nique, and not enough interpretation, 
management use, and analytical training 
characterize our upper level courses as well 
as our first course. They say that we are 
aiming too much at making our graduates 
useful on their first jobs and not enough at 
the qualities which will help them 10, 15, 
and 20 years after graduation when they 
have risen to true management responsi- 
bilities. This is an old story: we are well 
aware that it contains a certain element of 
truth. Every conscientious accounting 
teacher has been working on these points 
for a long time. Possibly the present prod- 
ding of these reports will spur us to greater 
effort, but we reject the implication that 
we are unaware of the basic problem. We 
know from experience that basic concepts, 
basic relationships, basic techniques must 
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be understood before the student is ready 
for the “top management decision making 
process.” Good pedagogy in accounting is 
largely a matter of the proportioning and 
timing of these elements in our presenta- 
tions. 

The motivation behind the design of the 
techniques has always been the manage- 
ment use of the information collected by 
these necessarily technical processes. Per- 
haps we have not made this basic relation- 
ship as clear as may have been desirable. 
Perhaps we should be more explicit in the 
earlier stages of our accounting training in 
pointing out these basic relationships of 
technique and use. These are delicate 
matters involving the psychology of learn- 
ing. They cannot be controlled by reorgan- 
izing the accounting curriculum by com- 
mittee action, but must be patiently 
fought out and learned course by course by 
the men responsible for the actual teach- 
ing. It is easy for the outsider to criticize 
the alleged weak points in the way ac- 
counting is sometimes taught. It is perhaps 
impossible for the outsider to realize that 
the great number of diverse social, eco- 
nomic, financial, personnel, and mathe- 
matical factors which come to a focus in 
the accounting situation comprise as 
challenging and exacting a discipline as is 
found anywhere in the university. 


These two lengthy reports practically 
defy adequate summarization or digestion 
within the confines of such a study as this 
committee was commissioned to make. We 
urge that all accounting faculties read 
these reports carefully, that they be not 
too much concerned about those parts that 
seem too harsh, but that they take to heart 
and act vigorously upon those criticisms 
that do fit each particular situation. 

It seems reasonable to expect that the 
Ford and Carnegie Reports will have an 
impact on collegiate education for busi- 
ness. It is reassuring, however, to know 
that the AAA has been cognizant of the 
need for improvement for many years, 
Moreover, we believe that the AAA will 
continue to play an active role in the im- 
provement of collegiate education for 
business and to play the leading role in the 
improvement of collegiate education in 
accounting. 


Committee on the study of the Ford and 
Carnegie Reports 
ROBERT J. CANNING 
ROBERT I. DICKEY 
LEo HERBERT 
WALTER G. KELL 
MICHAEL SCHIFF 
FRANK P. SMITH 
RoBErRT H. VAN VoorRuIS 
LEo A. Scumipt, Chairman 
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FBI ACCOUNTING INVESTIGATIONS 


Joun EpGAaR HooveR 


Director, Federal Bureau of Investigation 


HE credentials of a Special Agent of 
| the FBI state that he “is charged 
with the duty of investigating viola- 
tions of the laws of the United States, 
collecting evidence in cases in which the 
United States is or may be a party in 
interest, and performing other duties im- 
posed upon him by law.” This statement is 
a concise definition of the duties of the FBI 
which has responsibility for the investiga- 
tion of nearly one hundred sixty Federal 
investigative matters. We are the major 
investigative agency of the United States 
Department of Justice. Our inquiries 
cover Federal criminal violations, civil 
matters, and cases concerning the internal 
security of our country. 


THE FBI SPECIAL AGENT 


Our investigative staff consists of ap- 
proximately five thousand nine hundred 
Special Agents assigned to fifty-five field 
offices and to FBI headquarters in Wash- 
ington, D. C. The constant war against 
criminals and subversives is a full-time 
career for these dedicated men, over sixty 
per cent of whom have been in our service 
for over ten years. They are the products 
of our American educational system com- 
ing from approximately seven hundred 
fifty colleges and universities. Their re- 
sourcefulness, ingenuity, and tireless de- 
votion to duty are priceless assets in our 
unrelenting efforts to protect the American 
way of life from gangsterism, corruption, 
and subversion. Over seven hundred of our 
Special Agents are accountants. 

To be considered for the position of 
Special Agent Accountant, the candidate 
must possess a degree from a four-year 
resident accounting school and have at 
least three years of practical accounting 


and/or auditing experience. The applicant 
must be between twenty-five and forty 
years of age, meet demanding physical 
standards, and be capable of performing 
strenuous physical exertion. He must have 
no defects which would interfere with the 
use of firearms or participation in raids, 
dangerous assignments, or defensive tac- 
tics. 


TRAINING OF ACCOUNTANTS 


The new Special Agent Accountant will 
not spend his entire FBI career auditing 
records. The many different cases which 
we are called upon to investigate require 
that our agents be adaptable and able to 
handle many types of investigative mat- 
ters. While the accountant may eventually 
find that most of his assignments involve 
accounting problems, he will also have to 
investigate security and criminal cases. 

Upon appointment, the new accountant 
attends New Agents’ Training School for 
thirteen weeks. His fellow class members 
include not only accountants but also other 
new Special Agents most of whom possess 
law degrees. He will spend approximately 
one-half his training in Washington, D. C., 
and the remainder at the FBI Academy on 
the U. S. Marine Corps base at Quantico, 
Virginia. During this intensive indoctrina- 
tion course we are primarily concerned 
with teaching the new accountant to be an 
investigator. He must spend many hours 
after class in the evenings and on weekends 
familiarizing himself with the details of 
various Federal violations and completing 
practice reports and other homework 
assignments. 

Most of the subjects in the curriculum 
have little to do with accounting. These 
include the laws of evidence, Federal 
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Criminal Procedure, fingerprint identifica- 
tion, laboratory matters, interview tech- 
niques, firearms training, and defensive 
tactics. During training school he is de- 
veloped as a member of the FBI investiga- 
tive ‘“‘team.’”’ On many occasions he will 
have to make on-the-spot decisions with- 
out being able to consult with a supervisor. 
Above all, he must be taught to enforce the 
law with dignity and with respect for the 
civil rights of all people. 

After graduation from training school 
the new accountant is assigned to one of 
our field offices. His training continues 
since he participates in a planned study 
and self-improvement program during his 
first year in the field including completion 
of our accounting correspondence course. 
His first assignments will be of a general 
investigative nature such as criminal cases. 
After showing satisfactory progress as an 
investigator, he will assist an experienced 
accountant in an accounting investigation. 
Upon completion of this on-the-job train- 
ing the new man is then assigned an ac- 
counting investigation of his own. Assign- 
ments of the new agent will be rotated on a 
regular basis during his first three years of 
service to give him diversified accounting 
and general investigative experience. 


IN-SERVICE TRAINING 


After completing two years of field 
service the new accountant is returned to 
Washington for a two weeks’ refresher 
course in FBI accounting matters designed 
to supplement the training and experience 
received in the field. During this first in- 
service course, agents have an opportunity 
to discuss accounting cases they have 
worked on and problems they have en- 
countered. They are given practical prob- 
lems dealing with some of the more com- 
plicated investigations in which they have 
little or no experience. After the class has 
finished each problem, it is explained in 
detail by an instructor and discussed by 


The Accounting Review 


the agents. Since the problems are usually 
of the border-line type designed to promote 
class participation, the discussions often 
become somewhat lively and continue after 
class hours. 

The accountant returns to Washington 
for in-service training two years later after 
completion of four years’ field assignment, 
He will be brought back for this training 
every four years thereafter during his 
entire FBI career. His second and subse- 
quent in-service courses are designed to 
bring him up to date on the latest develop- 
ments in accounting, auditing techniques, 
and report writing. In addition, he attends 
seminars held by experienced accounting 
supervisors who review all accounting 
reports written by our agents. This oppor- 
tunity for the accountant assigned to a 
field office to discuss problems face to face 
with supervisory officials assigned to FBI 
headquarters is one of the most valuable 
phases of in-service training. 

For several years we have devoted an 
increasing amount of time during in- 
service training to machine accounting 
including audit problems which could be 
caused by automation in record-keeping 
systems. This training is illustrated by 
demonstrations of equipment used by our 
own Automatic Data Processing Unit. The 
accountant must realize that while auto- 
mation does create some new problems it is 
also an effective tool of the auditor and can 
be used to reduce sharply the number of 
man-hours on cases involving numerous 
computations or rearrangement of large 
volumes of data. 

The FBI Special Agent Accountant may 
be asked to conduct an accounting exami- 
nation in any case where significant evi- 
dence may be developed through examina- 
tion of books and records, or where expert 
accounting testimony may become neces- 
sary. Accountants, because of their knowl- 
edge of business terminology and proce- 
dures, are often called upon to conduct 
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FBI Accounting Investigations 


interviews or investigations in cases where 
the focal point of the inquiry concerns 
business practices. The extent of our 
accounting examinations will range from 
detailed audits to the verification of a 
single payment or receipt depending upon 
the facts in each case. 


FEDERAL RESERVE ACT 


Practically all officers and employees of 
banks and other financial institutions are 
impeccably honest in handling money and 
other property entrusted to their care. A 
small minority, however, take advantage 
of their positions to enrich themselves at 
the expense of others. The FBI’s interest in 
embezzlements and other dishonest manip- 
ulations by officers and employees of these 
institutions arises from its investigative 
jurisdiction under the Federal Reserve Act 
and related statutes. These laws make it a 
Federal crime for officers and employees of 
certain banks and other financial institu- 
tions to embezzle, misapply, or abstract 
funds, or to make a false entry in the 
records. During the fiscal year ended June 
30, 1960, over two thousand cases were 
reported to the FBI. The shortages in these 
cases aggregated over $8,000,000 and four 
hundred forty-seven persons were con- 
victed in Federal Court. The number of 
cases reported showed a substantial in- 
crease over the approximately one thou- 
sand six hundred reported during the prior 
fiscal year. 

Many Federal Reserve Act investiga- 
tions require extensive accounting exami- 
nations to trace shortages and pinpoint 
responsibility. Our agents must be familiar 
with bank accounting. Many auditing 
techniques and principles taught in the 
classroom are put into practice while 
unravelling an extensive embezzlement 
scheme. During the teaching of auditing 
both on the university campus and in the 
FBI classroom, great stress is placed upon 
the necessity for studying the system of 
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internal control of the organization under 
examination. Our Special Agent Account- 
ants are trained to find the solution to 
mysterious disappearances of cash through 
detailed examination of the bank’s own 
system for safeguarding this highly liquid 
and sometimes elusive asset. 

In one case, a bank reported a shortage 
of over $60,000 in the vault cash. This cash 
was normally under the supervision of a 
teller who was on the first day of his vaca- 
tion when a substitute teller discovered the 
shortage. Bank officials made a detailed 
check without locating the missing money. 
The substitute teller said that in accord- 
ance with this bank’s practice he did not 
count the cash when he took over the work 
of the vacationing teller. The teller on 
vacation was interviewed and he denied 
any responsibility for the shortage. He 
insisted that he verified the vault cash the 
afternoon prior to his first day of vacation. 
This teller claimed that about two months 
previously he lost the regular vault cash 
inventory record and since that time he 
had been maintaining the inventory on 
adding machine tapes. From an examina- 
tion of these adding machine tapes it was 
possible to arrive at the denominations of 
the missing bills. 

Many employees worked in the general 
area of the vault and it was not likely that 
anyone could have removed the missing 
cash from the vault without being ob- 
served. The agents realized that if the 
teller on vacation was not telling the truth 
it was possible that the missing money had 
been embezzled over a period of time, and 
that the adding machine tapes were 
“plugged”’ to conceal the shortage. This 
teller continued to maintain his innocence 
and it was not possible to ascertain when 
the cash was removed without a tedious 
examination of all his transactions for a 
prolonged period. The agents decided that 
a study of the bank’s internal control 
system for cash might help establish the 
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dates when the money was actually em- 
bezzled. 

The vault cash was last counted by 
someone other than the suspected teller 
four months previously. The officer who 
counted the cash verified the fact that no 
shortage existed in the cash at the time of 
this count. The agents knew that large 
shortages often result from a series of 
smaller peculations carried on for months 
or years. Realizing that the teller could 
have covered the shortage temporarily by 
inflating checks or other cash items on the 
day his cash was counted, the officer was 
asked whether he also counted checks and 
other cash items. His negative reply fur- 
nished the lead that resulted in solving this 
case. 

All items appearing on the teller’s settle- 
ment sheet for the day when his cash was 
verified were traced through the bank’s 
records. His settlement sheet showed that 
he cashed $50,000 in checks drawn on his 
own bank, whereas records of the book- 
keeping department showed that only 
$20,000 of such checks were received from 
him. This indicated that the suspect could 
have concealed a $30,000 cash shortage by 
inflating the amount of checks cashed by 
him. An inspection of the general journal 
revealed that the original entry for custo- 
mers’ checks received was reduced by 
$30,000. The original entry for cash in the 
general journal was increased by $30,000. 
The employee who changed these entries 
advised that he did so at the request of the 
suspect teller who told this employee he 
had located a counter error in his settle- 
ment sheet. 

The vacationing teller was again inter- 
viewed, and after the results of our exami- 
nation were pointed out he admitted 
responsibility for the entire shortage of 
over $60,000. This teller was holding 
insufficient fund checks for a depositor. 
The teller and depositor were both ar- 
rested, charged with violating the Federal 
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Reserve Act, and convicted. 

In another case involving collusion 
between a bank employee and customers, 
the bank president was the culprit. During 
the investigation this individual was de- 
scribed as a very dominant person who ran 
the bank as a one-man operation. Natur- 
ally in any situation where one official is in 
a position to handle detailed operations in 
all departments of a bank, the system of 
internal control may break down because 
it is wholly dependent upon the integrity 
of one individual. This is what happened 
when this bank president abused the trust 
placed in him by the directors of the bank: 

The president was involved with custo- 
mers in illegal overdrafts. A few hours after 
bank examiners started their examination, 
they found that the demand deposit 
ledgers did not balance and contained 
substantial overdrafts resulting in a short- 
age of over $500,000. The president in- 
formed the head examiner that there was 
no point in trying to locate the differences. 
He said there were two accounts involved, 
the first of which had an overdraft of 
approximately $250,000 and the second an 
overdraft of about $350,000. The president 
explained that when the accounts were 
overdrawn he would substitute new ledger 
sheets which did not show the overdrafts 
and adjust the general ledger controls 
accordingly to avoid detection of the 
shortage. 

The head examiner notified the FBI 
immediately. Our investigation disclosed 
that the manipulations began several years 
previously when the president paid checks 
issued by a customer against insufficient 
funds. This customer had six or seven 
checking accounts with a different colored 
check being used for each account. When 
the overdrafts became substantial in one 
account, a new account would be opened 
with a different colored check. The presi- 
dent denied that he received any personal 
benefit for allowing the shortages to exist 
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accounts. However, our 
examination of the petty cash records of 


‘one customer showed that $49,000 was 


expended for “bank loans’ at the rate of 
$200 per week. The $200 weekly expendi- 
ture, with few exceptions, was deposited in 
the savings account of the bank president. 
The investigation showed that the 
shortage actually exceeded $1,000,000, and 
it became necessary to close the bank. The 
president and four other individuals were 
convicted in United States District Court. 
One unusual aspect of this case was that 
the president had a reputation for personal 
frugality and carried his lunch to work ina 
little wicker basket. The local citizenry at 
first defended the actions of the bank 
president until it became known that the 
shortage amounted to over $1,000,000. 


NATIONAL BANKRUPTCY ACT 


The National Bankruptcy Act provides 
remedies for both debtors and creditors 
when businesses reach the point where 
obligations can no longer be satisfied. 
Most bankruptcies represent honest ef- 
forts by the parties to reach a satisfactory 
settlement. There are, unfortunately, some 
unscrupulous individuals who will conceal 
assets of the business before and during 
bankruptcy proceedings to defraud their 
creditors. 

Some of these cheats plan their fraudu- 
lent bankruptcy schemes with the same 
meticulous care used by a gang of bank 
robbers in planning the robbery and get- 
away route. Frequently large amounts of 
merchandise are purchased on credit 
shortly prior to bankruptcy and sold with- 
out any record of the sale or receipt of 
cash. The records may be destroyed or 
altered to cover up illegal manipulations of 
the operator of the business. The FBI 
Special Agent Accountant may find the 
books and records available for examina- 
tion so inadequate that no reliable conclu- 
sions can be reached from the records as to 
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the details of the financial operations of the 
business. 

The agent is then faced with the task of 
reconstructing the financial transactions 
from auxiliary data and sources of informa- 
tion. Circularization of, and interviews 
with, suppliers and customers are neces- 
sary to reconstruct purchase and sales 
figures. It may be necessary to conduct 
extensive investigation to locate outlets 
used by the bankrupt to dispose of the 
missing merchandise and to ascertain 
exactly what he did with the revenue from 
the unrecorded sales. 

Contacts with suppliers and customers 
in one bankruptcy investigation showed 
that an attempt was made to conceal part 
of a substantial shortage by recording 
over $43,000 in fictitious sales and also 
failing to record over $26,000 in legitimate 
purchases. In this case we could not rely 
upon the books since transactions covering 
the two months immediately prior to 
bankruptcy were not posted. After com- 
pletion of this posting work, it appeared 
that a large amount of merchandise was 
not accounted for. A detailed audit coupled 
with information furnished through con- 
tact with people who had done business 
with the bankrupt corporation revealed a 
merchandise shortage of over $200,000, An 
official of the corporation who disappeared 
shortly after bankruptcy was believed 
responsible for the shortage. This man had 
left the country and was apprehended by 
our agents after his return to the United 
States. He entered a plea of guilty in 
Federal Court to a charge of violating the 
National Bankruptcy Act and was sen- 
enced to four years in prison. 

The solution of a code in another bank- 
ruptcy investigation provided the key 
which led to the conviction of an officer of 
the bankrupt company. After bankruptcy 
proceedings had been filed, creditors al- 
leged that a substantial portion of the 
corporation’s assets had not been ac- 
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counted for. During the examination of the 
books and records, our agents noted what 
appeared to be notations in code opposite 
some of the daily totals for certain income 
items. A study of these coded notations 
and interviews with employees of the 
company revealed that the code consisted 
of a key word the letters of which were 
used as substitutes for numbers. It was 
found that the code was used to show the 
amount by which income received had 
been understated in the books on a particu- 
lar day. Similar coded notations in the 
payroll records disclosed that the officer 
had been siphoning off cash belonging to 
the corporation. The results of our investi- 
gation led to the indictment and conviction 
of the officer on charges of concealing over 
$34,000 and making false oaths in connec- 
tion with the bankruptcy proceedings. 


CIVIL ACCOUNTING INVESTIGATIONS 


Not all FBI accounting investigations 
arise from violations of Federal laws. 
Many requests are received to conduct 
audits and other investigations in civil 
matters in which the United States is a 
party in interest. Most of these investiga- 
tions arise out of suits filed against the 
United States seeking damages because of 
torts, breaches of contract, and other 
reasons. In some instances the Govern- 
ment may initiate civil action to collect an 
unpaid fine, claim, or judgment. These 
cases frequently involve large sums of 
money. In one classification alone, Federal 
Tort Claims Act, savings to the Govern- 
ment in cases investigated by the FBI 
amounted to over $49,000,000 during the 
last fiscal year. 

At the request of the U. S. Department 
of Justice the FBI conducts accounting 
examinations of the books and records of 
claimants who file suit against the United 
States in the Court of Claims. The scope of 
the investigation will depend on the issues 
in the individual case. A substantial num- 
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ber of these lawsuits involve claims for 
additional costs expended in the perform- 
ance of Government contracts and allege 
that the Government was responsible for 
these costs. 

In many cases our agents have to deter- 
mine whether the additional costs were due 
to the fault of the Government or the 
plaintiff. The accountant will first deter- 
mine whether the amount in dispute was 
actually incurred in connection with the 
Government contract. If there is any 
indication that the additional money was 
spent because of the contractor’s inexperi- 
ence or negligence, and not the fault of the 
Government, it is necessary to go beyond 
the books and records in order to obtain 
the complete facts. 

Some investigations require our account- 
ant to make a detailed study of the manu- 
facturing operations and practices of the 
plaintiff company for comparison with 
over-all practices in the particular indus- 
try. These studies include detailed inter- 
views with experts in the engineering, 
production, marketing, transportation, 
and other fields to obtain adequate infor- 
mation for assessing the soundness of the 
particular operations of the plaintiff which 
resulted in the additional costs. 

One company voluntarily withdrew its 
suit in the Court of Claims for over 
$150,000 in additional costs after realizing 
the Government’s defenses would be based 
on the results of FBI investigation which 
showed that a substantial portion of the 
increased costs were due to causes for 
which the contractor was responsible such 
as faulty workmanship and poor super- 
vision. The plaintiff claimed a loss on the 
contract because of increased raw material 
prices for which the Government was 
responsible. The accounting examination 
showed the loss was approximately $19,000 
less than the amount claimed. This differ- 
ence was due primarily to duplicate 
charges, arithmetical errors, and items not 
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taken into consideration by the plaintiff in 
computing the claim. Our audit also 
showed that price increases were a minor 
factor. 

The next step was to determine whether 
the loss of over $130,000 was due to the 
fault of the Government. It was necessary 
to locate and interview numerous persons 
who had direct knowledge of the perform- 
ance of the contract. These interviews 
indicated that factors such as underesti- 
mating performance costs, misinterpreta- 
tion of drawings, lack of effective super- 
vision, and excessive time spent in redoing 
faulty work were the major causes of the 
plaintiff’s loss. The plaintiff’s decision to 
withdraw his petition enabled the Govern- 
ment to dispose of this claim without the 
necessity of court proceedings and the 
resultant savings in time and money were 
directly due to the FBI audit and investi- 
gation. 


FBI REPORTING RESPONSIBILITIES 


FBI accounting reports are often dis- 
seminated to the U. S. Department of 
Justice, U. S. Attorneys, and agencies in 
the Executive Branch of the Government 
who have an interest in the investigation. 
It may also become necessary to produce 
portions of these reports together with the 
working papers of our accountants for 
inspection by the judge and opposing 
counsel during trials and hearings. Fre- 
quently our accountants are called upon to 
testify in open court as to the results of 
accounting investigations. The account- 
ant’s conclusions and findings may be 
challenged during cross-examination and 
through expert testimony offered by wit- 
nesses for the opposing side. 
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The use of our reports by third parties 
imposes a serious responsibility on our 
accountants to insure that the examination 
itself, the working papers, and the account- 
ing report are accurate. Our agents must be 
impartial and matters adverse to the 
Government’s position as well as any items 
in issue which are not susceptible of proof 
must be carefully documented in the re- 
port. Our agents’ reports may form the 
basis for civil and administrative actions 
by other Government agencies. In criminal 
cases, data contained in FBI reports are 
used by the U. S. Attorneys in securing 
indictments against persons accused of 
violating Federal laws. The need to be 
right, fair, and objective in reporting is so 
important that our investigative reports 
are reviewed by supervisors assigned to 
FBI headquarters after review by super- 
visors in the field. 

We are assisted on many occasions by 
public-spirited members of the accounting 
profession who furnish us with information 
and records needed in our investigations. 
We appreciate this cooperation. The 
Sixties will offer challenges to accountants 
as well as to those in the scientific field. 
The demands of an expanding economy for 
more jobs and greater production will 
make the role of the accountant even more 
vital in analyzing and interpreting finan- 
cial data necessary for top Government 
and management decisions. The continued 
cooperation among members of the ac- 
counting profession, including those mem- 
bers in the fields of commerce, education, 
Government, and public accounting, will 
be necessary if the profession is to make its 
full impact felt in the next decade. 
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THE FUTURE OF ACCOUNTING* 


KENNETH C. TIFFANY 


Vice President—Finance, Massey-Ferguson, Limited 


ouR speaker does not have the 
to deal with the technical 

and professional aspects of the as- 
signed subject. His knowledge of the skills 
and capacities of Mr. Bevis is such as to 
force him to the conclusion that another 
approach, even though somewhat pre- 
sumptious, is indicated. Accordingly, I 
should like to give you my opinions on 
some of the problems facing our society 
and what the profession of accounting can 
do toward their future solutions. 

Many things have been said and written 
about the coming decade. It is probably in 
order to assume that an average of current 
quantitative forecasts will prove justified. 

Rather than duplicate much of what 
others are saying and writing about the 
Sixties, then, let us instead concentrate 
upon some of the problems with which our 
country and the free world must cope. 

It is not my intention to saddle the 
accounting profession with responsibility 
for all the world’s problems. There are, 
Heaven knows, enough of these problems 
for everyone. But many of the most serious 
decisions ahead are financial in nature, and 
it is to these that I direct your attention. 

They will include (though, as the 
lawyers put it, “‘not by way of limitation’’) 
the threat of continuing inflation, the 
proper and practicable levels of taxation, 
business cycles, the challenge of foreign 
competition, the economic effects of labor- 
management relations, and the extent and 
character of our economic growth. Also 
required is a continuing examination of our 
place as the leading industrial nation of the 
world and our relations with and an- 
nounced obligations to the developing new 
areas and the nations of this hemisphere. 
In considering these problems we must 
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remember that a tariff wall which erects a 
barrier to imports also fences exports in. 
We should also remember that our balance 
of trade is good and that the real problem 
is our balance of payments. 

® Each of us, as individuals, must in the 
not-too-distant future decide what his 
attitude will be regarding these broad 
problems. What sacrifices, if sacrifices are 
necessary, are we willing to make in order 
to preserve the atmosphere of freedom? 
These decisions, if based upon knowledge, 
can lead us to the fullness of accomplish- 
ment which is the dream and the purpose 
of our Republic. Decisions based upon 
emotion or an apathetic attitude could 
result in catastrophe. 

My charge to the accounting profession, 
then, is simply this: you are uniquely 
qualified and placed to make valuable 
contributions to the economic literacy of 
our country at the time when economic 
literacy has become all-important to the 
survival of our way of life. 

The accountant is in his own element in 
matters of finance. He is versed in separat- 
ing the statistical wheat from the chaff, 
and in interpreting the results. He has 
learned to simplify, without oversimplify- 
ing, the conclusions so they can be under- 
stood by persons with less specialized 
knowledge. He can spot trends, and relate 
them to overall concepts. 

In addition to all this, the accountant is 
a professional man, respected and trusted 
in his community. What it all adds up tois 
that the accounting profession offers 4 
cadre for the giant task of undertaking the 


* This paper was presented at the annual meeting of 
= — iation at The Ohio State University on August 
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education of the American people to the 
economic and financial facts of present-day 
life. 

Ifin speaking of “‘economic illiteracy” or 
“economic ignorance’”’ I sound patronizing 
of the general public, I want to correct that 
impression. The public has fallen behind in 
its economic knowledge only because our 
economy has become so much more com- 
plex. I am convinced that the public is able 
and eager to absorb more knowledge of our 
economic system: the fault is with those of 
us who have had the necessary specialized 
training but have done an inadequate job 
of translation and communication, or, 
perhaps worse, have tried to reduce com- 
plexities to catch phrases and charts which 
convey just enough accuracy to furnish 
dangerously little learning. 

As Exhibit A, I would submit the ques- 
tion of our economic growth, which is 
surely the most confused and confusing 
controversy of the day. Involved is not 
only our future prosperity but perhaps the 
very future of democratic government and 
free enterprise. Included in this one overall 
question is every one of the financial 
problems ...and more...that I out- 
lined at the outset of my remarks. 

Out of the loud and frequently bitter 
arguments, the economic layman is ex- 
pected to make intelligent decisions as 
voter, shareholder, taxpayer, and citizen. 
And upon what is he to base his decision? 
So far, it seems to me, he has received little 
but a bewildering array of statistical com- 
parisons—with all the inherent weaknesses 
of statistical comparisons—between the 
respective growth rates of the U. S. and the 
US.S.R. as represented by the Gross 
National Product figures. Figures which, 
parenthetically, must be largely estimated 

in the case of the Soviet Union. 

Certainly by now the economic layman 
must be convinced that we need economic 
growth. That is the one point upon which 
the experts are agreed. The disagreements 
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are centered around how this growth can 
best and most surely be obtained. 

Without implying that I am one of the 
experts, I want to set out some of my own 
views. You may or may not agree with my 
conclusions, but I hope we can agree that 
they pertain to points on which the eco- 
nomic layman is entitled to the benefit of 
discussion and explanation. 

First of all, I.reject the approach of first 
determining that we must have some 
specific percentage of annual gain in our 
GNP, whether the figure be 2 per cent or 6 
per cent or precisely 4.2 per cent, and then 
taking whatever steps are required to bring 
us up to that predetermined figure. It 
seems to me that some of the pundits have 
poured over their charts until they have 
forgotten that the GNP is, after all, only 
an artificial measuring device which is 
nothing more or nothing less than the best 
we have been able to come up with for 
measuring a quantity which cannot be 
measured nor even defined exactly. They 
appear to have confused the tool with the 
growth itself . . . somewhat as if they were 
trying to heat the room with a thermome- 
ter. 

Statistical tools certainly are an invalu- 
able aid in analyzing the problems in- 
volved in our economic growth and should 
be used to the fullest extent in pointing out 
the direction of the solutions, but I am 
sure I need not point out to this audience 
that the statistics are only the tools. 

The objective of our economic growth is 
not to meet any particular quota or dollar 
figure of production, it is to maintain and 
better our standard of living. If we succeed 
in that aim, we automatically will have 
achieved the proper Gross National Prod- 
uct. 

I am mindful that the aim of our eco- 
nomic growth is also to stay ahead of 
Soviet Russia but that, too, will be taken 
care of automatically if, and please note 
that “‘if,” we succeed in materially better- 
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ing the standard of living for our fast- 
growing population. 

Not only must we increase useful pro- 
duction sufficiently to match and exceed a 
population growth of more than 3 million 
persons a year, but we must provide jobs 
for more than a million young persons who 
are entering our labor force. During the 
Sixties, this labor force will increase by 
some 14 million workers. 

A point which I doubt many people fully 
appreciate is the tremendous amount of 
capital investment which will be required 
to put these young people to work. They 
must be supplied with tools, and in our 
modern technology that does not mean 
an inexpensive pick or shovel. It is con- 
servatively estimated that it takes an 
average of $10,000 to equip a new worker. 
Simple arithmetic shows this is going to 
require $140 billion dollars in productive 
investment during the decade, just to put 
the new work force to work. 

In addition, of course, there remains the 
even greater sum of money to be raised for 
reinvestment for replacement and modern- 
ization of existing plants and equipment. 
One study I have seen estimates that 
corporate capital expenditures for the 
decade will be $370 billion if the prices of 
capital goods are held to a 1 per cent 
annual increase, or $435 billion if prices 
average a 4 per cent annual increase. 

Current depreciation allowances will not 
cover this outlay—the deficiency depend- 
ing largely upon how successfully inflation 
is held in check—and so it must come out 
of personal and corporate savings. Stimu- 
lating savings and investment, therefore, 
while holding back continued inflation, 
becomes one of the key factors in achieving 
our economic growth. 

This must involve, among other things, 
a searching re-examination of our tax 
structures. I will not attempt to cover that 
broad subject here, except to observe that 
the total cost of government, federal, state 
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and local, is running a third of national 
personal income, historically a perilous 
level. 

As I mentioned a moment ago, inflation 
and prices will also play an important part 
in determining how well we can meet the 
investment requirements for our growth in 
the Sixties. At the same time, higher prices 
may curtail the marketing and distribution 
of the goods we produce, which in tum 
would lead to curtailed production and 
curtailed growth. 

Foreign competitors, with the advantage 
of lower wage rates, already are causing us 
concern on both our domestic and foreign 
markets wherever we must either meet 
their prices or offer offsetting advantages. 

Dozens of examples could be cited to 
illustrate how American industries already 
are feeling the squeeze of this competition, 
which promises to get worse before it gets 
better. I want instead to cite one example 
of how a small Michigan company is meet- 
ing the situation. 

This company manufactures fishing 
reels and found itself in stiff competition 
with low priced Japanese imports. The 
company decided to meet the competition 
head on with a low-price reel of its own, 
but this demanded that much of the hand- 
work be replaced by machines, obviously a 
ticklish labor relations situation. The 
company explained its problem and plan 
to its employees and their union officials, 
who agreed to a gradual introduction of 
automation devices which cut labor costs 
by 20 per cent. 

The happy outcome has been a sales 
increase which has permitted the company 
to increase its work force by 10 per cent 
without having made any wage cuts. 

I have used this example to illustrate one 
of the key steps we must take to attain our 
needed economic growth without accom- 
panying inflation and price increases which 
would either stifle the growth or nullify the 
benefits. Management and labor must 
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work together as never before to solve 
their mutual problems, or they are going to 
be mutual losers. In the difficult job of 
obtaining adequate growth for better 
living in these years ahead, we cannot 
afford the expensive conflicts between 
labor and management which have from 
time to time crippled our economy in the 
past. 

What makes the problem of economic 
growth even more perplexing is the realiza- 
tion that if the problem is solved—if we 
succeed in growing so as to provide more 
for all, so as to maintain our position in the 
world, so as to lay a firm foundation for 
self-sustaining growth—if we accomplish 
all that, a problem still remains. This 
might be called the Great Tight Rope 
Walk of the free enterprise philosophy. 

Our great criticism of government- 
controlled economy is that cradle-to-the- 
grave security destroys individual initia- 
tive, thus robbing the nation of its dy- 
namic power. 

In our zest for growth, it would be pos- 
sible to have this same enervating effect 
under the free enterprise system; you 
night call it a surfeit of success. 

The tight rope we must walk, in other 
words, is to pursue our ultimate aim— 
permanent prosperity, full employment, 
enough for everyone—without succumbing 
to such a feeling of complete security that 
we lose our footing and fall. 

The full problem of our economy is far 
too broad to be covered in one brief speech, 
but I have attempted to point up some of 
the major problems which I foresee in the 
next decade. These problems are so inter- 
twined that it is difficult to untangle them, 
but I might summarize them as follows: 


1. To induce, rather than to force, business man- 
agement and union labor to reach collective 
bargaining agreements on such terms as will 
have these effects: 


(a) Little necessary rise in commodity price 
levels. 


(b) Hence, no further deterioration in the 
ability of our industrial complex to com- 
pete in foreign and domestic markets. 

(c) Minimum interruption to the continuity of 
high-level production, distribution, and 
consumption. 

(d) Equitable sharing of the fruits of increased 
productivity. 


. To save, out of the flow of consumer purchas- 


ing power and corporate earnings, enough to 
equip with adequate tools and other capital 
assets the rapidly increasing number of young 
men and women growing into the work force. 
This requires the saving and re-investing of a 
higher percentage of personal and corporate 
incomes than we have been willing, collectively, 
to do in postwar years. The steadily growing 
number of dollars worth of capital equipment 
per job is an important, though not the only, 
source of rising productivity from which comes 
our high and rising standard of material living. 


. To achieve a more adequate understanding on 


the part of many more persons of the nature 
and workings of our monetary system, in its 
relationships to international and domestic 
commodity prices, wage rates, volume of busi- 
ness, volume of savings, and levels of interest 
rates. Such widespread knowledge is essential 
for wise policy decisions in a democracy where 
the central government has come to dominate 
monetary policies. In this setting economic 
and political decisions complicate and blur 
each other and both are weakened by the pre- 
vailing ignorance about this basic mechanism 
in our lives. 


. To make progress towards something that is a 


paradox and may turn out to be an impossi- 

bility. That is, 

(a) for us collectively, as government, as pro- 
ducers, and as consumers, to lean against 
the winds of business cycles and by thus 
flattening boom and bust, to maintain that 
continuity and growth of producing and 
consuming which the Employment Act of 
1946 identifies as a national objective; 

(b) to do this in part by shielding persons and 
families against economic storms not of 
their making and against which reasonable 
personal prudence cannot protect them; 

(c) to do all this without impairing the indi- 
vidual’s lively sense of potential future 
pleasure or future pain—the pleasure of 
success or the pain of failure, those twin in- 
centives to do one’s best in one’s design for 
living. At what degree of equality, protec- 
tion or mediocrity do these necessary twin 
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incentives to effort become so blunted that 
we collectively lose the moral perspective 
so necessary to proper material drive and 
impetus? When so much of the world’s 
work is done in and by groups of people, 
how can we preserve a sense of personal, 
individual contribution and achievement? 
All this requires intense study, imagina- 
tion, and flexibility of mind. 


In brief, we have inherited, must deal 
with, and will bequeath the problems of 


how to maintain confidence and courage 
without complacency, and skepticism with- 


out cynicism. They are problems which 
will require the most intelligent application 
of the best knowledge we as a people can 
attain. Accountants can and must play a 
leading role in disseminating the necessary 
information and knowledge through asso- 
ciations such as yours, through community 
organizations, and as individuals. 

The extent to which Accountancy con- 
tributes to the necessary solution of these 
problems will, in my opinion, determine 
the brilliance of its future. 


Accounting Review. 
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SOME ASPECTS OF ACCOUNTING EDUCATION* 


Harvey G. MEYER 
Professor Emeritus, University of Tennessee 


from teaching, Hiram T. Scovill com- 


[' A letter relative to my retirement 
mented as follows: 


“We have lived in a wonderful era when collegiate 
schools of business have blossomed and grown, 
when the accountancy field has developed from a 
mere infant to an incorrigible giant with so many 
avenues of approach that business men, bankers, 
analysts, and even legislators and congressmen 
feel the necessity for offering laymen’s assistance 
in co-ordinating the numerous facets.” 

Accounting education has burgeoned 
almost out of control, and it is small 
wonder that it has been subject to so much 
questioning. 

Shortcomings have been pointed out by 
those who employ our graduates as well as 
by others. The layman with only a partial 
knowledge of our problems is often the 
most vocal in offering suggestions. 

It is time to give our well intentioned 
frends more information concerning the 
environment in which we operate, our 
problems, and our achievements. We must 
inspire confidence in our ability to meet 
the challenges of the present and of the 
future. 

It is mot my intention to discuss recent 
reports that have generated both heat and 
light. 

It is mot my intention to answer our 
critics directly. I do not defend all account- 
ing teachers nor all graduates who enter 
the economic struggle. The problem is too 
complex for factual answers. 

As in all areas of education many of our 
problems are qualitative; they involve 
human relationships and cannot be meas- 
ured with a constant yardstick. 

It is my intention to highlight sketchily 
three areas involving the qualitative 
human factors which merit increased 
attention if we are to meet the challenges 


now directed at us. Diversity is a common 
factor in each of these areas. The areas 
relate to: 


1. The diversity of institutions, both collegiate 
and non-collegiate, which offer instruction in 
accounting, 

2. The character and quality of instruction, and 

3. The abilities, attitudes, and work habits of 
students. 


In my discussion of these three areas I 
will contrast two hypothetical institutions 
at opposite extremes of the collegiate 
spectrum. 


The Diversity of Institutions 


Podunk College has a relatively small 
enrollment, mostly from the surrounding 
area. 

It is subject to pressures from the com- 
munity. 

It wishes to interest and attract more 
students and decides to offer a business 
course of study. 

A young instructor who had attended a 
business college was designated to put the 
program into effect. 

He consulted the catalogs of other 
schools. 

He drew up a program which includes 
courses in 


Accounting 

Marketing and salesmanship 
Finance 

Business law 

Typewriting 

Shorthand 


Superior University has had a well 
organized and capably administered Col- 


* This paper was presented at the annual meeting of 
fenton at The Ohio State University on August 
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lege of Business Administration since the 
early days of such schools. 

It has a large and well trained staff. 
Many on the staff are known and recog- 
nized nationally and internationally in 
their various fields. They have produced 
many scholarly articles and textbooks. 

The curricula are under constant study 
and review. 

Integration with other areas within the 
College and within the University is at- 
tempted through the efforts of a standing 
committee. 

There is an adequate budget to help 
ebtain and retain a high calibre staff and to 
carry out an extensive program of research. 


The Character and Quality of Instruction 


At Podunk College, a publisher’s repre- 
sentative helped the instructor select 
suitable textbooks. 

The instructor has not had a formal 
course in accounting, other than the book- 
keeping aspects. 

He tries to keep one lesson ahead of his 
students. 

He spends mug¢h of the class time in 
going over assigned problems. 

He brings the solution book to class and 
permits students to check their answers. 
Mechanics and the correct answers are the 
goals striven for. 

There is little discussion of theory either 
by the instructor or by the students. The 
why is subordinated to the how. Students 
are not encouraged to understand, to apply 
their knowledge (or lack of it) to differing 
situations, or to use accounting as a tool 
rather than as an end in itself. Students 
lean heavily on illustrations in the text- 
book. Variations utterly confuse many of 
them. Most have learned very little of the 
theory of accounting, but believe that they 
are qualified to take positions involving 
accounting. Some have taken the course 
merely to acquire credit and have no 
interest after the credit has been obtained. 


Superior University is the antithesis of 
Podunk in almost every respect. 

There are, however, chinks in the armor 
of Superior. Instructors sometimes are 
lazy, or preoccupied with graduate work, 
or spend considerable time on outside 
engagements. 

Occasionally a good research man or 
writer is not an inspiring lecturer or a good 
teacher. 

Sometimes instructors do not take an 
interest in their students or their problems, 
They have too many students and a stu- 
dent tends to become a statistic or a name 
in the gradebook rather than an individual 
human being. 

Other than these, and other occasional 
human failings, Superior does an excellent 
job of preparing students for accountancy 
and for other areas involving the use of 
accounting, directly or indirectly. 


The Abilities, Attitudes and Work 
Habits of Students 


The academic level of Podunk is just a 
little higher than that to which the stu- 
dents have been accustomed in high school. 

The business and accounting instructor 
gives nearly all his students A and B grades 
and is very popular. F grades are given 
sparingly for Podunk needs every student 
it can obtain and hold. 

Many students are of average ability, 
but regardless of ability their attitudes 
toward effort and hard work are not 
strengthened or stimulated by the environ- 
ment of the college or the accounting class- 
room. 

The academic level is high at Superior 
University. 

Many students do not have the mental 
capacity or the motivation to remain in 
college. 

Many students have never learned to 
study properly and cannot or will not con- 
centrate on their studies or spend the 
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proper amount of time to prepare their 
assignments. They are easily distracted. 

Old attitudes and habits are difficult to 
change and only a few in each class achieve 
the maturity and strength of purpose to 
develop into first class students. 

The attrition between the date of enroll- 
ment and graduation is heavy, much too 
heavy. 

Personnel men come and go in a never 
ending stream on the campus of Superior, 
each seeking one or more of the “top 
students.” There are not enough top men 
and women to go around, human nature 
being what it is. Superior cannot produce 
an adequate number of qualified individu- 
als out of its raw material. It must have a 
larger number of the better students enter- 
ing college, and it must do a better job of 
motivating them. It must constantly strive 
to improve the quality of its instruction 
and to humanize its relations with its 
students. 

Quality of Accounting Education. You 
may say that we can minimize the impact 
of Podunk, but we all know that Podunk 
is legion. There are, also, hundreds of 
institutions at varying levels just above 
Podunk, and many more on the way up the 
ladder to Superior. Many of their poorly 
trained graduates enter the business world 
or public accountancy. We can take some 
comfort in the fact that even a poor and 
inadequate education cannot keep a gifted 
man or woman down. 

Much can be said in defense of our 
better academic institutions that train for 
business. 

Many curricula do emphasize the liberal 
approach as contrasted with the special- 
ized. 

A growing number of cooperative pro- 
grams are providing valuable cooperation 
between schools and business and public 
accountants. 

Need for an Intelligent Approach. Many 
instructors subordinate technology to an 


intelligent approach. They focus atten- 
tion on teaching students to think, to 
analyze, and to make decisions based on 
judgment, after consideration of all per- 
tinent information. They emphasize the 
nature and purpose of accounting and 
they do show how the accounting function 
relates to other aspects of the business 
enterprise. To them accounting is a rea- 
soned approach to business and other 
economic situations. They encourage study 
in and impart knowledge of current devel- 
opments discussed in periodical literature. 
As an illustration of one such practice, I 
will give a sketchy description of a three 
quarter hour course required of senior 
accounting majors at The University of 
Tennessee. It is Senior Seminar, Account- 
ing 499. It is offered four times each year 
and is limited to twelve students per sec- 
tion. At the first meeting of a section each 
student is assigned two topics from a list 
designed to cover current problems dis- 
cussed widely in periodical literature or 
other basic or controversial subjects not 
covered in their courses or textbooks. They 
learn to use the indexes, to locate materi- 
als, to take notes, to organize their ma- 
terial, and to make a forty minute talk 
before the class from a brief outline on one 
key card. Quotation cards are permitted. 
The instructor gives four preliminary 
lectures to guide the students in orderly 
preparation for their talks. Several con- 
ferences are arranged with each student 
throughout the quarter to determine that 
satisfactory progress is being made. This 
course serves several valuable educational 
objectives, and provides a link between the 
classroom and professional literature. 
While each student prepares for two 
topics, he listens to twenty-two presenta- 
tions by his classmates. 

Inspiring teachers teach more than 
accounting. They promote professional 
idealism and help develop and strengthen a 
personal and social philosophy of life. 
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In summary, I maintain that our most 
significant problems do not grow out of the 
deficiencies most frequently mentioned. 
Many institutions, instructors, and stu- 
dents are meeting these challenges. The 
problems grow out of diversities, not out of 
general inadequacies. 

Podunk College and Superior University 
and all the heterogeneous in-betweens are 
with us. Excellent and poor instructors are 
on our staffs; excellent and poor students 
throng our classrooms. Even Superior 
University must be constantly alert to 
correct human shortcomings which de- 
velop continually. 

As the public accounting profession is in 
the process of developing standards of 
practice, we in accounting education must 
increase our efforts to develop correspond- 
ing standards if we are to meet the chal- 
lenges of the present and of the future. 
These standards must give consideration 
to the human problems, problems of 
quality which relate to standards for insti- 
tutions and curricula, standards for in- 
struction, and standards of performance 
for students. 

Accounting is taught as a liberal arts 
course, as a part of a general business 
program, as preparation for the profession 
of public accountancy, and also for other 


types of accounting employment. General 
standards for all accounting education will 
be difficult to attain, and we may question 
the desirability of attempting to achieve 
full standards. 

Public accountants and the schools may 
work together to set up standards for 
employment in public accountancy. Many 
individual accountants may ignore such 
standards after they have been developed, 
The C.P.A. requirements may be strength- 
ened but that would be partial help at 
best. The American Association of Collegi- 
ate Schools of Business exercises a power- 
ful influence, even on schools outside its 
membership. The American Accounting 
Association and the American Institute of 
Certified Public Accountants are both 
working to extend their educational efforts 
and to create and elevate standards. Per- 
haps our best hope lies in cooperative 
effort of all who are concerned. 

With the growth in importance of pro- 
fessional accountancy I am convinced that 
eventually we will have to follow the lead 
of the other great professions and organize 
professional schools, on a liberal arts foun- 
dation, to provide the educated and 
properly trained men and women needed 
to achieve the full potential of the profes- 
sional accountant. 
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REPORT OF THE COMMITTEE ON DOCTORAL 
PROGRAMS IN ACCOUNTING 


pends heavily on education and 

research, but the methods for pre- 
paring individuals to teach accounting and 
to do research in accounting have not 
developed to the extent necessary to meet 
the needs of modern society. 

The docteul program is the principal 
educational process for preparing students 
both for university teaching and for basic 
research in accounting. This preparation 
involves, in addition to the examination of 
the theoretical aspects of accounting, the 
study of subjects related both directly and 
indirectly to accounting. 


The Study Program 


The primary objective of the study 
program for the doctorate should be to 
develop in the student original and incisive 
thinking and to create an attitude condu- 
cive to study and research. The program 
should (1) introduce the student to intel- 
lectual freedom through discipline in 
logical methods of thought, (2) expand his 
capacity for new ideas by relating account- 
ing to the general field of human know- 
ledge, and (3) broaden and improve his 
effectiveness in communication. 

Wide variations in the backgrounds of 
doctoral students call for individually 
designed programs of course work. Such 
programs are to be distinguished sharply 
from the practice of aimlessly piling on 
credit hours, in compliance with some 
arbitrary minimum. 

Ordinarily, attainment of the objectives 
of the program by a student is evidenced 
by the successful completion of a compre- 
hensive examination, whereupon the stu- 
dent is admitted to candidacy for ‘the 
doctor’s degree. This comprehensive ex- 


Te advancement of accounting de- 


amination should include both a written 
and an oral demonstration of a high level 
ability to generalize, a thorough grasp of 
significant facts, and an ability to apply 
his knowledge to business problems. 

The Committee recommends the follow- 
ing standards for the subject matter of 
doctoral study. 


1. In the field of accounting, the student should 
not only be thoroughly familiar with the cur- 
rent state of the art, but also should be aware 
of the existing frontiers. He must be conversant 
with the significant controversial areas and be 
able to take and defend a position on important 
accounting issues. 

2. The student should demonstrate his awareness 
of the relationship between accounting and the 
other fields of business by exhibiting a thor- 
ough knowledge of the nature and extent of the 
uses to which accounting data are put and an 
understanding of the functional fields of busi- 
ness. 

3. The student should be sufficiently conversant 
with mathematics and the basic social sciences 
to ascertain for himself the actual and poten- 
tial contributions of these fields to business. 
Accomplishing this objective may call for 
course work in quantitative analysis and those 
aspects of economics, sociology, psychology, 
and other social sciences which are relevant to 
business. The amount of necessary course work 
depends on the candidate’s background in 
these fields. 


Course work which is clearly relevant to 
the above objectives includes: 


1. One or more accounting seminars designed for 
graduate students working toward the doctor’s 
degree but open to other capable graduate 
students. These seminars should be directed to 
the areas of accounting in which research is 
needed. 

2. A seminar in research methodology. 


The role of ethics in business practice 
represents a relatively undeveloped but 
rapidly emerging area of study. The doc- 
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toral candidate should be acquainted with 
the philosophical bases of ethical conduct 
and should be well aware of the economic 
and social needs for ethical conduct. This 
feature should be treated as an essential 
aspect of the program. 

At the end of the study program the 
doctoral candidate should demonstrate 
proficiency in accounting and a reasonable 
understanding of economics, statistics, the 
functional areas of business, the behavioral 
sciences, and mathematical methods. 

Although the committee generally agrees 
that'reasonably thorough study of one or 
more foreign languages should be part of 
the educational background of any person 
preparing for a career in teaching or re- 
search, there is little evidence to show that 
the foreign language requirement, as cur- 
rently constituted in most doctoral pro- 
grams, makes a significant contribution 
toward this objective. The committee 
therefore recommends that this require- 
ment be discontinued unless it can be 
revised to make the language requirement 
a meaningful prerequisite for the doctoral 
degree. 


The Research Demonsiration 


A purpose of doctoral study is to develop 
and to demonstrate creative ability. Means 
by which the candidate may demonstrate 
this ability includes: 


1. The Conventional Dissertation 


The conventional doctoral dissertation ordi- 
narily serves the four purposes of 

(a) developing the candidate’s ability to 
carry out research to implement the objec- 
tives of an investigation, 

(b) demonstrating the candidate’s faculty 
of recognizing an accounting problem suit- 
able for investigation and his ability to de- 
limit the problem to the dimensions of a 
practicable research undertaking, 

(c) disclosing the candidate’s competence 
in adopting appropriate research methods 
and techniques, using them with skill, and 


drawing valid inferences from the available 
facts, and 

(d) furnishing evidence of the candidate’s 
facility with language in communicating the 
substance and meaning of his research. 


In terms of content there is an emerging 
trend toward the view that the doctoral dis- 
sertation should demonstrate the application 
of knowledge in the basic disciplines, such as 
the behavioral sciences, to accounting. The use 
of mathematics in dissertations in accounting 
may be expected to increase in frequency. This 
is a desirable development, but there should 
be no narrowing of the areas of investigation 
open to the doctoral candidate by restricting 
dissertations to the study of the behavioral 
sciences and mathematics no matter how 
fruitful this area may be for current study. 


. Team Research 


In exceptional cases, the dissertation re- 
quirement may be satisfied by the candidate 
working as a member of a research team on @ 
problem which is too broad to be the responsi- 
bility of a single person. In such a situation, the 
candidate’s ability to do high quality research 
might well be judged by observing his efforts 
as a member of a team research group, if sup- 
ported by a suitable report on the candidate’s 
contribution to the team project. 

Since there are difficulties in assuring that 
such judgments reflect the same high stand- 
ards as those applied to the conventional dis- 
sertation, this alternative should be used 
sparingly. When it is used, other devices will 
be necessary to ensure that the candidate 
writes acceptable English, possesses imagina- 
tion and analytical ability, and has the ca- 
pacity to visualize a problem and develop a 
method of solving it, all of which are tested asa 
matter of course in a dissertation. 


. Other Types of Dissertations 


A candidate may demonstrate creative abil- 
ity without extensive data gathering which is 
characteristic of the conventional doctoral dis- 
sertation. Instead, a study undertaken for the 
purpose of developing new concepts or chal- 
lenging accepted concepts or institutions in a 
systematic and logical manner should satisfy 
doctoral dissertation requirements. 

This type of dissertation involves a differ- 
ent methodology than the data gathering and 
processing usually associated with disserta- 
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tions. There are therefore appropriate areas of 
investigation where the conventional research 
methods may not be applicable. 


Teaching Methods 


Instruction in methods of teaching and 
familiarity with the learning process 
should be a part of the doctoral program. 
Considerable variations are possible in the 
manner in which preparation for teaching 
may be offered. One approach is to give the 
doctoral candidate the opportunity for 
part-time teaching as an assistant or 
instructor. This practical experience is 
most helpful when it includes frequent 
group meetings, under the supervision of a 
qualified professor, at which course content 
and methods of presentation are discussed. 
Appropriate use of cases, lectures, discus- 
sions, role playing, teaching aids, and the 
role of examinations as well as personal 
teaching techniques are representative 
topics for discussion. 

Consideration should also be given to 
the desirability of including in a doctoral 
program formal instruction in teaching 
methods at the college level. While gradu- 
ate study credit for courses in methods and 
techniques of teaching accounting does not 
appear to be appropriate, work in the 
philosophy of education and the psychol- 
ogy of learning represent courses for which 
graduate credit could be granted. 


Faculty Supervision 


For each university the task of deter- 
mining the doctoral program to be offered 
to students of widely different back- 
grounds should be a group undertaking for 
the faculty as a whole. Within this pro- 
gram the individual student should be 
allowed considerable freedom in selecting 
the means by which he attains the objec- 
tives of the doctoral program. Every 
doctoral candidate should receive the 


benefit of responsible faculty supervision in 
selecting his program of study. 

In preparing the dissertation the student 
should be under the direct supervision of 
one or more responsible advisors who will 
spend enough time with the candidate to 
help him reach his optimum research 
potential. Use should also be made of a 
general dissertation committee to assure 
high standards of work and to provide an 
objective appraisal of the dissertation. The 
dissertation committee should include at 
least one non-accounting professor. 


Administration of the Doctoral Program 


In all doctoral programs positive effort is 
needed to maintain high quality of work. 
This involves consideration of faculty 
standards and mimimum research facilities 
necessary to offer work, the length of time 
a qualified candidate should spend in 
acquiring the degree, means of financing 
doctoral programs in the form of financial 
aid to candidates, and effective testing of 
candidates to assure high quality of work. 
Other than supporting the use of general 
methods for examining applicants prior to 
admission for study, recommending a 
minimum requirement of three academic 
years beyond the bachelor degree or its 
equivalent, and suggesting a comprehen- 
sive examination prior to admission to 
candidacy, the committee suggests that 
these admistrative aspects of the doctoral 
program should conform to the general 
standards of the American Association of 
Collegiate Schools of Business. 

The problem of financial aid is pressing 
and every school should recognize that a 
substantial amount of financial aid in the 
form of fellowships and teaching and re- 
search assistantships is essential. 

The demand for college teachers of 
accounting should not be an excuse for 
lowering the standards for the doctoral 
program. The current practice of the 
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American Association of Collegiate Schools 
of Business to evaluate a school in part on 
the basis of the number of doctoral gradu- 
ates on its staff may represent undue 
pressure to confer the doctor’s degree on 
teachers. Accounting education is better 
served by retaining the distinction of the 
doctoral degree than by making it a prereq- 
uisite for university teaching. 


Committee on Doctoral Programs 
ROBERT N. ANTHONY 
Jm G. ASHBURNE 
CHARLES W. BASTABLE 
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Accounting Review. 


nN 
0 
p 
in 
fc 
ol 
e 
ce 
fc 
A 
rc 
al 
qr 
sh 
cc 
cc 
gi 
ex 
ce 
de 
m 
di 
th 
el 
ec 
Te 


an 


THE QUANTITATIVE DATA COURSE IN THE 
EXECUTIVE DEVELOPMENT PROGRAM 


BACKER 
Associate Professor, New York University 


become one of the more interesting 

post-war developments in business 
education. There are a variety of such 
programs sponsored by universities, pri- 
vate companies, and professional societies. 
These programs, typically, are of short 
duration, from one to six weeks, and in- 
clude persons of diverse educational back- 
grounds and business experience. Gener- 
ally, the executive development program is 
not designed to increase the technical skill 
of its participants. Rather, it is expected to 
provide a broader understanding of the 
interrelation of business functions, a basis 
for establishing and controlling company 
objectives and policies, and a greater 
proficiency in decision-making. 

Invariably a major portion of the ex- 
ecutive development program is con- 
cerned with the use of quantitative data 
for business controls and decision-making. 
Accounting, therefore, has an important 
role in these programs. The purpose of this 
article is to discuss the structuring of the 
quantitative data course; a subject which 
should be of interest to teachers of ac- 
counting. 

In planning the quantitative data 
course, careful consideration should be 
given to the following factors. 

1. Objectives of the course: Since the 
executive development program is con- 
cerned only with the uses of quantitative 
data as a basis for controls and decision- 
making, the instructor should avoid depth 
discussions of the more technical aspects of 
the disciplines involved; only the relevant 
elements of accounting, statistical, and 
economic theory should be employed. This 
represents one of the most difficult aspects 
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of the teaching assignment. It involves the 
most careful selection of material. It 
requires the instructor to recognize the 
always fine distinction between constraint 
and superficiality. 

2. Background of participants: A well 
planned executive development program 
should include a relatively balanced group 
of participants with proficiencies in sales 
administration, market research, account- 
ing, production, research, and engineering. 
An important advantage of the program is 
that it permits individuals of such diverse 
backgrounds to become familiar with the 
functions, attitudes, and needs of profes- 
sional areas other than their own. The 
teacher should be familiar with the back- 
grounds of the participants so that he can 
draw upon the experience of the group to 
enrich the discussions. This diversity of 
backgrounds, however, creates special 
teaching problems. In introducing each 
subject area, the instructor must provide a 
conceptual foundation adequate to assure 
a comprehension of the material by the 
participant with an alien background and 
yet sufficiently advanced to retain the 
interest of the specialist in this area. 

3. Relation to other courses: The course 
in the use of quantitative data should not 
be regarded as an entity separate and 
apart from the other courses in the pro- 
gram. In order for the program to fully 
achieve its objectives there should be an 
interrelation and integration of its compo- 
nent parts. This should not occur by 
chance but rather through careful plan- 
ning. The instructors in the various 
courses, e.g. human relations, business 
policy and the use of quantitative data, 
should coordinate their activities particu- 


218 


larly in regard to material covered, timing 
of presentation, and the assignment of case 
discussion and preparatory reading mate- 
rial. The use of integrated cases in the 
business policy area should be preceded by 
the introduction of accounting theory, 
financial analysis, and cost principles in the 
quantitative data course. The presentation 
of the technical aspects of budgeting in the 
quantitative data course should be timed 
to correspond with discussions of the 
human and organizational aspects of 
budgeting in the other courses. 

4. Teaching methods: The extent to 
which the case method, as contrasted with 
traditional lectures, should be utilized 
depends primarily on the judgment of the 
instructor. In my opinion, the considerable 
amount of material, the technical nature of 
the subject matter, and the severe time 
limitations restrict the use of the case 
method to a greater extent in the quanti- 
tative data course than in the policy and 
human relations area. On the other hand, 
it should be recognized that an exclusive 
reliance on the traditional lecture method 
does not provide a mature group of partici- 
pants with sufficient opportunity to fruit- 
fully explore points of interest or to derive 
the benefits from an interchange of views 
and experience. The use of a limited num- 
ber of cases which serve to illustrate, 
elaborate, or coordinate the principles 
previously discussed is thus desirable. 
Where cases are used, probably the best 
results will occur if the participants are 
first divided into smaller groups of from 
five to eight persons for case preparation 
and preliminary discussion. During this 
period, the instructor or an assistant 
should visit the groups so that any techni- 
cal problems which have arisen can be 
clarified and to make certain that the 
preliminary group discussions are at least 
proceeding in the right direction. 

When the lecture method is used, the 
instructor should provide ample time for 
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questions and discussion. It also is particu- 
larly important, with mature participants, 
that the lecture material not be confined 
exclusively to theoretical concepts but 
include illustrations of procedures used by 
leading companies. If the program is being 
conducted for the executives of a single 
company, the instructor should become 
familiar with the policies and procedures of 
the company and should make frequent 
references to them. 

5. Qualifications of the instructor: The 
professional training of the instructor of 
the quantitative data course should be 
broad rather than narrow. The instructor 
should be prepared to draw upon each of 
several disciplines, as required by the ob- 
jectives of the course and the nature of the 
material under discussion. The accounting 
instructor who has had advanced training 
in economics, statistics, and finance is 
admirably qualified for this role. Cer- 
tainly accounting should provide the nu- 
cleus for the quantitative data course. 
However, the instructor should be thor- 
oughly familiar with the limitations as 
well as the usefulness of accounting. He 
should know when and how to modify 
accounting data to achieve meaningful 
results. For example, the instructor should 
be thoroughly familiar not only with 
standard cost controls but also with sta- 
tistical controls. He should be aware of the 
need to supplant accounting costs with 
economic costs for decision-making. He 
should have a knowledge of finance ade- 
quate to conduct an advanced discussion 
on the cost of capital in relation to capital 
investment budgeting. 

Consideration of the foregoing factors 
indicates that the quantitative data course 
essentially should be concerned with the 
use of data rather than the data “per se.” 
Accordingly, major emphasis should be 
placed on the planning, control, and 
decision-making phases of the course. The 
course outline and discussion which follows 
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User OF QUANTITATIVE DATA 
CoursE OUTLINE 
Time allotted 
Unit Subject Matter (in hours) 
15 
3. Standard cost control.................ceeeeee 5 
4. Cost-volume-profit analysis................... 3 
5. Budgetary planning and control............... 6 
18 
Il 1. Economic and accounting costs................ 2 
Decision-making 2. Capital investment decisions.................. 9 
3. Product pricing decisions..................... 8 
5. Distribution decisions........................ 6 
32 
65 


is based on a five week executive develop- 
ment program in which a total of 65 teach- 
ing hours were assigned to the quantitative 
data course. Of this total, 43 hours were 
devoted to lectures and 22 to case prepara- 
tion and discussion. 


I. FINANCIAL ANALYSIS 


1. Accounting theory (9 lecture hours): 
The objective is to provide the participants 
with an understanding of the mechanism, 
the underlying principles, the limitations, 
and the areas of controversy in accounting 
theory. The nature and scope of these 
lectures make it desirable to send advance 
reading material to the participants. These 
lectures cover the following material: 


a. The objectives of accounting 

b. The nature of accounting and the influences 
that have shaped its development 

. The rationale of accounting; the income and 
balance sheet equations; the transactional ap- 
proach; intra-statement transactions; inter- 
statement transactions 

. Underlying principles: periodicity; accrual 
basis; comparability; consistency; adequate 
disclosure; conservatism; cost basis; monetary 
convention; revenue recognition 

» Abnormal gains and losses 

- Economic vs. accounting values 


a. 


g. The price fluctuation problem 
h. Inventory costing methods 
i. Depreciation methods 


2. Financial analysis (2 lecture hours—4 
case hours): The objective is to illustrate 
how accounting data may be used and 
abused in financial analysis. 


a. Fund flows 
b. Financial statement analysis 


II. PLANNING AND CONTROL 


1. Cost determination (2 lecture hours): 
The goal is to indicate how costs are deter- 
mined and utilized for income determina- 
tion. The teacher of cost accounting indeed 
may be curious as to how it is possible to 
cover so vast an area in a two-hour lecture. 
Very little discussion of accounting tech- 
niques takes place. A diagram of the fac- 
tory and distribution cycle is presented. 
The flow of costs is then traced and skele- 
ton accounts are used to show how the 
accounting recordation follows the cost 
flow. Those aspects of the presentation 
which are discussed somewhat more deeply 
are: the nature and use of overhead rates; 
the joint cost problem; the matching of 
costs and revenue; and product vs. period 
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costs. At the close of this session, the 
executives are asked two questions. You 
have seen how the accountant accumulates 
costs for the purpose of income determina- 
tion, can these same costs be used for 
control purposes? Can they be used for 
decision-making? These questions serve as 
an introduction to the type of costs re- 
quired for purposes other than income 
determination. 

2. Types of controls (2 lecture hours), In 
this lecture, without exploring the methods 
deeply, the participants are made aware of 
the different types of controls that may be 
employed in the modern business. 

. informal control 

. Statistical control 

. methods control 

. internal auditing control 
. cost control 


3. Standard cost control (3 lecture hours— 
2 case hours): The objective is to provide 
an understanding of the nature of standard 
costs, their usefulness and limitations. The 
lectures are supported by mimeographed 
illustrations. Particular emphasis is placed 
on the reporting and analysis of variances. 
. historical development of standards 
. nature of standards 
. standard cost systems 
. setting standards 
reporting variances 

variance analysis 
. use of statistical control charts 


oronow 


4. Cost-volume-profit analysis (2 lecture 
hours—1 case hour): The purpose here is to 
show the relationship between costs, 
volume, and profit; the usefulness and 
limitations of such data; and to provide an 
introduction to flexible budgeting. The 
lecture is supported by numerous schedules 
and graphs which start at the company 
level and proceed downward to the divi- 
sional and product level. Using the inci- 
dent method, the principles are then 
studied in an actual case. 


a. underlying assumptions to C-V-P analysis 


. cost variability 
. the marginal revenue statement 

. break-even analysis 

. the use of C-V-P analysis for decision-making 
. product line analysis 


5. Budgetary planning and control (4 
lecture hours— 2 case hours): The material 
is concerned with the use of budgeting asa 
planning, coordinating, and control device, 
The principal emphasis is on the operating 
budget since financial budgeting is dis. 
cussed under I (2) and capital budgeting 
under III (2) 


. nature and importance of budgeting 

. interrelation of budgets 

. organizational and human relations aspects 

. sales budget (trend analysis, correlation anal- 
ysis, market potentials, sampling, salesmen 
evaluations, analyzing sales variations) 

. the production schedule 
materials budget 

. labor budget 

. overhead budget 
research budget 
advertising budget 

. administration budget 
distribution budget 


& 


III. DECISION-MAKING 


1. Economics and accounting costs (2 
case hours) : The objective is to indicate the 
different types of costs which are required 
for different purposes. A prepared case is 
used in which costs are utilized incorrectly 
by the management. The case discussion 
illustrates the difference between: 


. costs for income determination 

. costs for control purposes 

. costs for product pricing 

. costs for make or buy decisions 

. costs and selection of alt; native raw materials 


2. Capital invesiment decisions (7 lecture 
hours—2 case hours): The purpose is to 
show the extent to which quantitative 
criteria may be employed in capital invest- 
ment decisions and how the capital budget- 
ing function can be most efficiently organ- 
ized. The lectures are supported by 
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approximately thirty mimeographed pages 
of illustrative material. 


importance of capital investments 

. source of capital 

. classifying investments 

. determining the minimum cost of capital 

type of costs required 

tax aspects 

. criteria (“pay off,” simple interest, discounted 
cash flow, MAPI formula) 

. capital budgeting procedure 

follow-up 


Pp 


3. Product pricing decisions (6 lecture 
hours—2 case hours): The objective is to 
indicate the extent to which costs can be 
utilized in pricing decisions and the nature 
of such costs. Only two hours are devoted 
to economic price theory. During this brief 
period an effort is made to deal only with 
those aspects of price theory which have 
the greatest relevance to the pricing execu- 
tive, such as elasticity of demand, shifts in 
demand, marginal costs, and the degree of 
intra and inter industry competition. The 
participants also are provided with mimeo- 
graphed material illustrating the manner 
in which different companies utilize costs 
in price setting. 

. economic price theory 

. challenges to economic price theory 

. elasticity and shifts in demand 

. nature of competition 

. type of costs that may be used for pricing 


criteria (full cost, conversion cost, differential 
cost, return on investment, joint costs) 


Oo 


g. price differentials 
h. intra company pricing 


4. Production decisions (3 lecture hours— 
4 case hours): We are concerned here with 
the use of costs for alternative factory 
decisions. 
. type of costs required 
. alternative production possibilities 
economic lot runs 
. make or buy 
. alternative raw material selection 
plant location 


5. Distribution decisions (3 lecture hours 
—3 case hours): The objective is to show 
how costs may be used for decision-making 
in the area of distribution 


a. product profitability 

. order size 

. salesmen profitability 

. territorial profitability 

. selection of channels of distribution 
. warehousing alternatives 

. delivery alternatives 


During the past two years, this course 
has been well received by many different 
groups of participants. The basic material 
has been expanded or curtailed for pro- 
grams of longer or shorter duration. 
Within the general framework presented, 
there is ample latitude for teacher discre- 
tion as to the course content. It is hoped 
that this outline can be useful to account- 
ing instructors faced with the challenge of 
the executive development program. 


CONCEPTS UNDERLYING INTERIM FINANCIAL 
STATEMENTS 


GoRDON SHILLINGLAW 
Assistant Professor, Massachusetts Institute of Technology 


relating to periods shorter than one 

year, have never received the profes- 
sional attention that has been devoted to 
annual statements. These interim state- 
ments are not audited nor do they present 
supporting details to the extent provided 
in annual statements. The Committee on 
Concepts and Standards has endorsed the 
practice of issuing interim reports,' but has 
not recognized any difference in objectives 
that would necessitate modifications of 
the concepts underlying annual state- 
ments. The purpose of this paper is to 
explore the objectives of interim reporting 
and to make a tentative statement of con- 
cepts to be applied in the development 
of interim financial statements. Because 
many of these concepts can be the same for 
interim reporting as for annual reporting, I 
shall not attempt to set forth a complete 
statement of accounting principles for 
interim reporting. Rather, this paper will 
concentrate only on those concepts from 
which departures may be desirable. 


[sas financial statements, those 


OBJECTIVES OF INTERIM 
FINANCIAL STATEMENTS 


The main purpose of any financial state- 
ment is to provide a partial basis for 
evaluating the results of current operations 
and current financial position. Historical 
statements are also useful in forecasting the 
results of future operations, although their 
usefulness for this purpose is limited by the 
difficulties inherent in any attempt to 
project the future from the record of the 
past. 

Financial statements relating to periods 
of less than one year have the same evalua- 
tion and forecasting objectives as annual 
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statements. They differ, however, in that 
they are also used by outside investors in 
forecasting the results that will be shown 
on the annual statements. It is therefore 
pertinent to cast a critical eye on factors 
that reduce the correlation between the 
interim statements and the annual state- 
ments which eventually will supersede 
them. These factors can generally be 
grouped under the single heading of fluctu- 
ations in the intra-year flow of revenues, 
costs, and expenses. These fluctuations 
may be grouped into five categories: (a) 
seasonal; (b) random; (c) scheduled; (d) 
cyclical; and (e) non-recurring. 

Seasonal, random and scheduled fluctu- 
ations are expected to cancel themselves by 
the end of the year when the operating re- 
sults of all four quarters are consolidated? 
Therefore, there has been no need to con- 
sider these in developing concepts for an- 
nual reporting. Cyclical fluctuations, how- 
ever, are assumed to span a period longer 
than one year. The main proviso in ac- 
counting for fluctuations of this kind is es- 
sentially negative; no effort should be made 
to equalize income over the business cycle.’ 


1 Committee on Concepts and Standards Underlying 
Corporate Financial Statements, American Accounting 
Association, “Standards of Disclosure for Published 
Financial Reports, Supplementary Statement No. 8,” 
AccounTING REview, XXX, 3 (July 1955), p. 403. 

2 Some of these fluctuations may not be entirely self- 
cancelling within a twelve-month period, but the ac- 
cepted accounting convention is to omit any balance 
sheet recognition of the carry-over effects unless these 
can be clearly identified as prepayments or liabilities. 
For example, allowances for deferred vacation pay or 
pensions may be created by expense charges and carried 
on the year-end balance sheet as liabilities, but allow- 
ances for deferred maintenance are generally excluded 
in the computation of annual income. 

* The position of the A.I.C.P.A. is concisely stated: 
“An important objective of income presentation should 
be the avoidance of any practice that leads to income 
equalization.”? American Institute of Certified Public 
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Finally, non-recurring fluctuations refer to 
such extraordinary events as the loss of a 
plant by fire or the settlement of a substan- 
tial lawsuit against the company. Here 
provision is made for explicit segregation of 
the charge or credit in the income state- 
ment to distinguish it from ordinary 
income or loss.‘ 

Cyclical and non-recurring fluctuations 
in income-determining elements do not pose 
any accounting problems that are unique 
to interim reporting and it can be stipu- 
lated that the same concepts apply as in 
annual report preparation. Seasonal, ran- 
dom, and scheduled fluctuations, however, 
may affect interim statements in such a 
way as to reduce their usefulness in income 
forecasting, and it is to these influences 
that we must devote our attention. 


CRITERIA FOR INCOME REPORTING 


In annual reporting, the accountant has 
selected as his objective the preparation of 
fnnancial statements that will separate to 
the greatest extent possible the income of 
one year from that of preceding and suc- 
ceeding years. To accomplish this, he must 
make a substantial number of estimates 
and assumptions, based on the consistent 
application of certain valuation conven- 
tions that have come to be accepted by the 
main body of the accounting profession. 
These estimates and conventions are 
necessary because the accounting period is 
shorter than the life of the enterprise, and 
events that take place in one accounting 
period have effects that may continue to be 
felt for many accounting periods to come. 
This means that every accounting state- 
ment for a going concern is no more than 
an interim statement, an informed approx- 
imation to the true results of events during 
that accounting period. To quote the 
American Institute: “Profits are not 
fundamentally the result of operations 
during any short period of time. Alloca- 
tions to fiscal periods of both charges and 


credits affecting the determination of net 
income are, in part, estimated and conven- 
tional and based on assumptions as to 
future events which may be invalidated by 
experience.’ 


INCOME AND THE REFLECTION 
OF ANTICIPATIONS 


Anticipations enter the formal account- 
ing records in many ways. The entire cost 
basis of valuation rests on the assumption 
that inventoried costs will contribute to 
revenues in later periods. Depreciation 
charges are based on anticipations as to 
future rates of utilization and obsolescence. 
Recognition of sales revenue at the time of 
shipment reflects anticipations as to the 
future collectibility of receivables. Factory 
burden rates are based on anticipations as 
to future production volume and overhead 
costs. In fact, we have been willing to re- 
flect anticipations in our accounting state- 
ments whenever a useful purpose seems 
likely to be served, provided that some 
formal rule can be established that will 
permit independent audit of the figures. 

In preparing annual income statements, 
we do not allow any anticipation of future 
receipts or expenditures for which services 
have not yet been performed. The size of 
the unfilled order backlog is quoted 
proudly in the annual report, but it does 
not enter into the computation of net 
income. Company plans for increased 
research outlays are also publicized, but no 
charge for the future costs of these activi- 
ties shows up in the income statement. In 
its bare essentials, the rule is that anticipa- 
tions of future outlays or receipts can be 
reflected in current income only insofar as 
they relate to identifiable services that 


on Accounting Procedures, 


Restatement Revision of Accounting Research Bulle- 
tins (New York; A.I.C.P.A., 1953), p. 59. 

‘ Tbid., p. 59. 

5 Ibid., p. 59. 
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have been performed in the creation of 
current revenues (expenses) or in fulfill- 
ment of customer demand (revenues). In 
other words, the test of current expense or 
current revenue is phrased in terms of 
service performance rather than in terms of 
expenditures or receipts. 

On this basis accrual of liability for 
future expenditures or deferral of the cost 
represented by a current expenditure is 
permissible, but only if an objectively 
verifiable basis exists for identifying the 
future expenditure with a current service 
or a current expenditure with a future 
service. Provisions for future outlays, for 
example, can be recognized as current 
expenses only if the nature and extent of 
the liability for future payment can be 
identified at the annual closing.* On these 
grounds, payroll accruals are acceptable 
but maintenance accruals are not. The 
inventorying of a portion of underabsorbed 
manufacturing burden is acceptable be- 
cause there is an objective basis for identi- 
fying cost releases in subsequent periods.’ 
Appropriations for deferred maintenance, 
on the other hand, are carried, if at all, as 
subdivisions of retained earnings rather 
than as liabilities, and the appropriations 
themselves are not chargeable to current 
expense except under highly unusual 
circumstances. 


The Nature of the Fiscal Quarter 


For reporting purposes, the fiscal quar- 
ter may be conceived of in two different 
ways: 

1. As a discrete accounting period whose in- 
come is to be determined, insofar as possi- 
ble, independently of the income of other 
discrete accounting periods, 

. As a preliminary and partial approximation 
to the income attributable to the current 
year. 


Adoption of the first of these points of 
view automatically precludes any depar- 
tures in interim reporting from the con- 


cepts underlying annual financial state- 
ments. The only permissible differences 
would be in the amount of effort to be 
expended on adjustments, corrections, and 
audits. Acceptance of the second alterna- 
tive, however, opens the way to possible 
modifications in accounting concepts. 

The definition of a fiscal quarter as a 
discrete accounting period presupposes the 
absence of random and scheduled fluctua- 
tions in the rate of cost incidence within 
the year. This assumption is also present in 
the selection of a one-year interval as a 
discrete accounting period, but it is less 
serious there because the longer time 
period provides greater opportunity for 
these two kinds of fluctuations to cancel 
themselves. 

The main question, however, is whether 
treating the fiscal quarter as a discrete 
accounting period provides a valid basis 
for forecasting and evaluation. This is a 
difficult question to answer in precise 
terms. When the fluctuations in the intra- 
year incidence of revenues and expenses 
follow clear and consistent seasonal pat- 
terns, the resulting quarterly income state- 
ments provide a highly useful forecasting 
tool. The outsider can compare one peri- 
od’s results with those of similar periods in 
prior years and arrive at his own forecasts 
of annual profit. The concept of the fiscal 
quarter as an independent accounting 
period has substantial validity under these 
circumstances. 


6 Tbid., p. 42; also American Accounting Association 
Committee on Concepts and Standards Underlying 
Corporate Financial Statements, ‘Reserves and Re- 
tained Income: Supplementary Statement No. 1,” 
AccouNTING REviEW, XXVI, 2 (April 1961), pp. 154 
155. 


7 Most companies do not inventory any portion of 
underabsorbed overhead, but this is an acceptable prac- 
tice followed by a significant minority. National Asso- 
ciation of Cost Accountants, Research Series No. 10, 
“Costs Included in Inventories,’ NAA Bulletin, 
XXVIII, 24 (August 15, 1947), pp. 1577-1608, at 
p. 1601; Osamu Nisizawa, “Inventory Cost Allocation 
Practices and Concepts,’ NAA Bulletin, XLI, 4 
(December 1959), p. 81, provides a more recent, al- 
though less detailed, confirmation of this practice. 
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Seasonal patterns, however, are always 
reinforced or modified by random and 
scheduled fluctuations in individual in- 
come-determining elements. The shorter 
the reporting period, the less chance there 
is for these fluctuations to cancel out. For 
example, favorable variances in mainte- 
nance costs during the first quarter are 
likely to be offset by unfavorable variances 
in later quarters unless there is a change ia 
maintenance policy. 

If we accept the premise that manage- 
ment has a responsibility to provide 
interim reports that will assist outsiders in 
forecasting annual results, then it follows 
that treating each quarter as an independ- 
ent accounting period is conceptually 
unsound. Many items can be forecast 
much more accurately on an annual basis 
than quarterly, or have seasonal patterns 
whose timing differs from the expected 
seasonal fluctuation in sales. Management 
has a responsibility to share its knowledge 
of these facts with outsiders who are 
interested in the financial position of the 
company. 

It is true that caution must be observed 
in exercising this freedom. Relaxing the 
present constraints against the reflection of 
anticipations in financial statements may 
increase the danger of manipulation, but 
this danger should not be overemphasized. 
Corporations at the present time are free to 
follow almost any interim reporting prac- 
tices. they choose, subject only to general 
proscriptions against fraud and the intent 
to mislead for personal gain. For example, 
in a recent survey of six manufacturing 
companies located in the Boston area, it 
was found that each one of the six presents 
interim statements that depart in some 
measure from the expense recognition 
bases underlying its annual reports.* Our 
objective is not to liberalize the basis for 
interim reporting but to provide consistent 
criteria on which departures from annual 
reporting concepts can be based. 


Criteria for Interim Reporting—Revenues 

One of the major sources of intra-year 
fluctuations in reported income is fluctua- 
tion in sales volume. Although it might be 
argued that smoothing these fluctuations 
would improve the forecasting value of 
interim statements, it seems preferable to 
leave the realization criterion unmolested. 
There are at least two reasons for this. 
First, interperiod comparisons of sales 
volume are an extremely important feature 
of financial statement analysis. Altering 
the observed pattern of realized sales 
would impair the comparability of sales 
with those of the corresponding period in 
prior years and with those of competing 
firms. Reported sales figures must be above 
reproach. 

Second, although management may 
have some comparative advantages in 
identifying seasonal patterns in sales, 
seasonal patterns are seldom so well de- 
fined for any one company that sales 
fluctuations due to non-seasonal forces can 
be isolated to everyone’s satisfaction. Each 
analyst must form his own judgment as to 
the meaning of an apparent change in the 
rate of sales. Management typically will 
try to estimate how much of a sales in- 
crease or decrease results from seasonal or 
random factors and how much is attributa- 
ble to a fundamental change in the effec- 
tiveness of the company’s marketing 
efforts or in the state of the market, but its 
judgment in these matters is far from 
infallible. 

For these reasons it seems preferable to 
report sales as they occur and provide a 
commentary to accompany the interim 
financial statements, calling attention to 
seasonal or non-recurring elements that 
management deems significant. It is diffi- 


8 This survey was made under the auspices of the 
Boston chapter of the National Association of Account- 
ants and the findings are expected to appear in a broad 
national survey of accounting practice to be published 
by the Association. 
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cult to see how management, even with the 
best of intentions, could improve the fore- 
casting value of interim statements by 
altering the historical pattern of sales, 
either by deferring realized sales to a sub- 
sequent quarter or by recognizing as 
revenues the sales anticipated in subse- 
quent quarters. The fact remains that 
there is no objective basis on which these 
deferrals or anticipations could be reflected 
in the interim statements, and until such 
an objective basis can be found it is better 
to leave the revenue figures alone. 


Criteria for Interim Reporting—Expenses 


The case for quarterly adjustments in 
reported expenses is much more compel- 
ling. In the first place, through monthly or 
quarterly budget figures management typi- 
cally has a much firmer basis for forecast- 
ing intra-year deviations in expenses. 
Furthermore, many of these deviations are 
subject to a greater degree of management 
control and discretion than is possible for 
sales. Third, expenses reported to the 
public are much more heterogeneous than 
sales and thus do not have the precise 
implications attributed to changes in sales 
data. Finally, intra-year expense distribu- 
tions are already firmly imbedded in 
company practice, so that any change is in 
the nature of formalizing concepts that are 
now being followed but not officially 
expressed. 

Most of the existing distribution meth- 
ods relate more to production than to 
selling and administrative costs. The prime 
example of an accounting technique that 
affects the assignment of cost to period 
expense is the predetermined factory 
burden rate. Burden rates remain constant 
from month to month and the amount 
absorbed varies with the volume of produc- 
tion. Actual factory costs, on the other 
hand, vary partly with production, partly 
with the season, and partly not at all. If all 
of the resulting under-or-overabsorbed 


balances are retained as deferred charges 
or credits on the interim balance sheets, 
the effect is to reduce income fluctuations 
in the first three quarters, with final ad- 
justment in the fourth quarter either 
increasing or decreasing the fluctuation. In 
contrast, if all burden variances are carried 
to the interim income statements, fluctua- 
tions in reported income may be either 
damped or intensified depending on the 
relationship between seasonal patterns in 
costs, in production, and in sales. The 
outside investor has no way of knowing 
how much of the profit of any quarter is 
the result of burden variances and how 
much stems from other causes, except inso- 
far as he can identify recurring seasonal 
patterns in the relationship of cost of goods 
sold to sales revenue. 

Seasonal patterns in factory costs, how- 
ever, are frequently removed from the 
burden variance by interim accruals and 
deferrals. For example, many companies 
accrue vacation costs monthly; certain 
kinds of maintenance or other service 
department costs are charged to depart- 
ments at budgeted amounts rather than on 
the basis of actual time and materials 
charges. These practices do not influence 
the amount charged to inventory and 
through inventory to the cost of goods 
sold, but they do affect the quarterly 
burden variances which more often than 
not appear on the interim income state- 
ment. 

The rationalization of this situation 
requires a sequence of related actions. 
First, in computing the charge to operating 
departments, distinctions should be made 
between those cost elements that vary 
with production and those that are either 
fixed or vary seasonally. The provision for 
vacation pay, for example, should be re- 
lated to departmental labor costs. The 
provision for property taxes and insurance, 
on the other hand, should be spread evenly 
throughout the year at a predetermined 
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amount per month or quarter. Similarly, 
heating and lighting costs should be 
charged monthly on the basis of one- 
twelfth of the estimated charges for the 
year. Differences between actual and 
accrued costs should be retained on the 
balance sheet as deferred charges or credits 
against future operations. 

Once the departmental burden variances 
have been established, the next question is 
whether to carry these to the income state- 
ment or show them on the interim balance 
sheet. Here the major determinant should 
be whether balances to date are expected 
to be offset in later fiscal quarters. In 
general, only the seasonal portion of the 
burden variance should be inventoried 
unless unusual conditions during the quar- 
ter have slowed or speeded the rate of 
production below or above the production 
rate budgeted for the quarter. Work stop- 
pages or anticipated stoppages might fall 
in this category. Once again it should be 
remembered that the purpose of inven- 
torying deferred charges or credits is to 
make the quarterly income statement a 
better forecasting device. Management’s 
knowledge of seasonal production factors is 
almost inevitably better than that of out- 
siders, and if burden variances are budg- 
eted in advance to allow for seasonal 
variation the interim reports should reflect 
these anticipations. 

Non-manufacturing costs are consider- 
ably easier to deal with because there is no 
problem of distinguishing between the rate 
of production and the rate of sales. For 
such costs a reasonable distinction can be 
made between fixed and variable costs. 
Variable costs are presumed to vary in 
linear proportion to sales. To the extent 
that they deviate from this pattern due to 
seasonal or random variations, a more 
indicative measure of income can be 
achieved by calculating expense charges on 
the basis of the relationship to volume that 
is expected to hold true for the year as a 


whole. Fixed costs, on the other hand, 
are presumed to be independent of volume 
and the expense charge should not be based 
on volume. Charging such cost elements to 
quarterly expense at a given rate per dollar 
of sales would result in substantial fourth- 
quarter adjustments even if the costs 
themselves were to approximate annual 
budget totals. 

The treatment of advertising expense 
may help illustrate this point. Advertising 
is a fixed cost in that it is not functionally 
determined by sales volume. Intra-year 
fluctuations in advertising expense are 
partly the result of irregular schedules, 
partly the result of random influences. 
There is no necessary correlation between 
the sales in any single month or quarter 
and the advertising costs invoiced during 
that quarter. Some support, therefore, can 
be given the practice of quarterly accruals 
to equalize advertising expense. In fact, 
however, only a minority of companies 
make any effort in this direction.° 

The principal objection to accruing 
advertising expense prior to the actual 
incidence of the cost is that the service has 
not been rendered as of the date of ac- 
crual.!® Furthermore, there is no liability 
because the future advertising schedule 
can be modified or even cancelled. The 
support for interperiod expense allocation 
must rest on other grounds. This practice 
can be defended only in terms of its ability 
to increase the usefulness of the interim 
operating statement as a forecasting de- 
vice. To the extent that advertising out- 
lays are made in order to produce sales in 
the indefinite future rather than immedi- 
ately in the period during which the adver- 


* Richard S. Woods, ‘“‘Theory and Practice in the 
Capitalization of Selling Costs,” THe AccounTING 


Review, XXXIV, 4 (October 1959), pp. 564-569; 
Professor Woods found that only 28% of a sample 
of manufacturing companies either equalize quarterly 


10 Tbid., p. 566. 


\ 
come fluctuations by making interim accruals on a 
per cent of sales basis (p. 565). 
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tising services are rendered, the anticipa- 
tion of outlays to be made later in the year 
is justifiable. 

Practices observed in the six companies 
surveyed for this paper tend to follow the 
distinction between fixed and variable 
charges although the correlation is far from 
perfect. Most items that are relatively 
independent of volume, such as property 
taxes, depreciation, advertising, profes- 
sional services, and charitable contribu- 
tions, are accrued by most of these com- 
panies in equal amounts each quarter. 
Most of the companies handle the variable 
or semi-variable items, such as accruals for 
pension liabilities and federal income 
taxes, by methods that vary the charge in 
some relation to volume. Pension accruals, 
for example, are based on current payrolls 
rather than on an equalized share of annual 
payrolls. In accruing federal income tax 
liability, most of the companies inter- 
viewed prorate the $25,000 surtax exemp- 
tion equally to periods during the year, but 
base the remainder of the accrual on cur- 
rent operating results rather than treat it 
as an equalized share of the estimated 
annual tax. 

The main exception to this pattern is the 
method of accruing the year-end employee 
bonus. None of the six companies surveyed 
has defined the objectives of its interim 
reports clearly, and the bonus accrual, 
more than any other single item, reflects 
this uncertainty of purpose. If the interim 
report is to be useful as a forecasting de- 
vice, each quarter’s accrual should reflect 
the anticipated bonus for the year. Each of 
the companies makes an equal provision 
for year-end bonus in each of the first three 
quarters, based on the bonus paid in the 
previous year, despite the fact that in 
every case the amount of the annual bonus 
is based on operating results of the current 
year. Any change in the annual bonus is 
concentrated in the fourth quarter state- 
ments only. To improve the forecasting 


usefulness of the interim statements, this 
bonus accrual should at a minimum be 
based on estimated profit for the current 
year and, preferably, on the ratio of quar- 
terly profit to estimated annual profit 
rather than in equal amounts each quarter. 


Revisions of the Accrual Base 


Implicit in the preceding discussion is 
the assumption that monthly expense 
charges should be determined in such a 
way as to require only small year-end 
adjustments. In other words, it is pre- 
sumed that accruals for the fourth quarter 
will be approximately the same, either in 
amount or in relation to sales, as those of 
previous quarters if no change in under- 
lying conditions has been observed. An 
accrual policy based on this premise re- 
quires estimates at the beginning of the 
year of the probable annual total of the 
items affected (fixed items) or of their 
probable relationship to annual sales 
(variable items). 

Annual forecasts are not infallible, how- 
ever, and the accrual base should be re- 
vised quarterly if the information available 
indicates that the annual total will differ 
materially from the amounts to be accrued 
at the existing rates. The practices ob- 
served in the six companies surveyed were 
far from consistent with this premise. The 
most common departure was in an asym- 
metrical attitude toward upward and 
downward revisions. Most of the compa- 
nies indicated that they are likely to revise 
their expense accruals upward if major 
year-end debit balances in the reserve 
accounts appear likely to occur, but none 
reported any downward revisions of the 
accruals. 

All the corporations interviewed try to 
anticipate year-end adjustments in their 
published statements for the first three 
quarters of the year. The most important 
adjustment of this kind is the inventory 
valuation and obsolescence adjustment 
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made by each of the companies surveyed. 
For example, one company takes physical 
inventory quarterly. At that time it elimi- 
nates inventory shrinkage from the inven- 
tory accounts and adjusts the LIFO 
reserve if there has been an inventory 
change during the period. No attempt is 
made each quarter to anticipate inventory 
changes during the remaining quarters of 
the year. This means that if a quarter of 
inventory build-up succeeds a quarter of 
inventory decline, all or part of the previ- 
ous adjustment must be reversed. In con- 
trast, another company does not change 
the LIFO adjustment factor from quarter 
to quarter. The quarterly accrual is a flat 
percentage of actual sales for the quarter. 

Factory cost variances are uniformly 
taken to the quarterly income statement in 
each of the six companies. No attempt is 
made to reflect in the interim report fore- 
casts of the net variance for the entire 
year. The net conclusion that can be 
reached from these observations is that, 
although an attempt is made to anticipate 
year-end adjustments and the annual 
totals of items with fluctuating rates of 
expenditure, there is a tendency to regard 
each interim statement as an absolute 
statement of performance rather than as a 
preliminary approximation to the annual 
report. The size of the fourth-quarter 
accrual is likely to differ substantially from 
those of preceding quarters, a difference 
that is not related to differences in quar- 
terly sales volume. 


THE BALANCE SHEET—-TREATMENT 
OF QUARTERLY BALANCES 


The logical consequence of admitting the 
acceptability of interim accruals as ex- 
penses on quarterly income statements is 
to treat the derivative balance sheet ac- 
counts as either asset, liability, or deduc- 
tion from asset accounts. Thus, for exam- 
ple, if the quarterly manufacturing burden 
absorption is greater than quarterly manu- 


facturing cost, the overabsorbed balance 
can be treated for interim reporting as a 
deduction from inventory. Or, if quarterly 
accruals for vacation pay exceed the cost of 
vacation time taken to date, the credit 
balance in the Provision for Vacation Pay 
account can be shown as a liability. 

It is now commonly recognized that, for 
annual reporting, the only way to create 
subdivisions of the retained income section 
of the balance sheet is by direct charges to 
the Retained Income account. As the 
Association’s Committee on Concepts and 
Standards phrased it: “Appropriations of 
retained income may not properly enter 
into the determination of net income. If 
made, they should be charged directly to 
retained income and, when cancelled, 
should be returned without affecting the 
reported net income. Furthermore, they 
should not be used to absorb charges aris- 
ing from operations.” Therefore, any 
credit balances in balance sheet accounts 
created by charges against revenues are 
acceptable only insofar as they represent 
estimated cost expirations or accrued lia- 
bilities. One objective of this treatment, of 
course, is to avoid just the kind of expense 
accrual that is inherent in the methods 
that we have been describing for interim 
income accounting. A charge for legal 
services, for example, in excess of current 
cost expirations must be denied for annual 
reporting because it would result in a credit 
balance that is neither a contractual lia- 
bility nor a proper contra to any specific 
asset balance. 

It is not our intention here to quarrel 
with these conventions as they relate to 
annual income determination and the 
presentation of year-end statements of 
financial position. What we should like to 
suggest, however, is that the rigid applica- 
tion of these rules to interim reporting is 
neither necessary nor desirable. When the 


11 “Reserves and Retained Income: Supplementary 
Statement No. 1,” op. cit., p. 156. 
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interim accrual reflects an estimate of a 
legitimate contxactual liability, such as 
accruals for estimated taxes, employee 
pensions or vacation pay, they can be 
shown as liabilities on the balance sheet. 
This is entirely consistent with accepted 
practice for annual reporting; the only 
difference arises from the adoption of some 
criterion other than cost expiration for the 
interim charge. For example, if vacation 
pay is accrued quarterly on the basis of 
one-fourth of the estimated annual cost of 
paid employee vacations rather than as a 
percentage of actual payrolls for the quar- 
ter, then the account balance may be 
greater or less than the contractual obliga- 
tion. If a more precise statement of liabili- 
ties is desired, the balance sheet liability 
can be stated at the estimated contractual 
level, treating the residual in the same 
manner as other accrual and deferral 
balances to be discussed in the next para- 
graph. In most cases, however, the amount 
accrued can be taken as a reasonable 
approximation to the contractual liability 
without serious distortion of the facts. 
The main problems of balance sheet 
valuation center on interim adjustments 
that do not reflect contractual obligations 
of or to employees or outsiders. Credit 
balances in the Advertising Cost Accrued 
account are not liabilities; debit balances 
in the Vacation Pay Accrued account are 
not legally receivables collectible from 
employees. What we are proposing is that 
any such balances be treated either as 
deferred charges or as deferred credits, 
shown in the proprietorship section of the 
balance sheet. In other words, the retained 
earnings section would take the form: 


Unrestricted retained earnin 


XXXX 
Plus: deferred credits to future periods....... XXxx 
Less: deferred charges to future periods. ..... (xxxx) 

Net Retained Earnings. ............... 


Perhaps a better solution would be to net 
the deferred charges and credits on the 
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grounds that the separate figures have no 
independent significance—but this is a 
detail. 

Defense of this proposition is largely 
negative. The liabilities section of the 
balance sheet should reflect only the pres- 
ent value of contractual obligations and 
should not be clouded by equalization 
reserves of any kind. Similarly, the asset 
section should be restricted to unexpired 
costs and legal claims on outsiders (e.g., 
cash and receivables) and should exclude 
conjectural balances based on the expecta- 
tion that past deviations from “normal” 
will be offset by compensatory deviations 
in future quarters. Thus, by exclusion, the 
only place left to show these interim 
balances is in the proprietorship section. 

The main argument against this proce- 
dure is that it violates the ‘‘clean surplus” 
rule for annual reporting. Quarter-to- 
quarter changes in net deferred charges or 
credits can be explained only by footnotes 
rather than by references to specific items 
in the reconciliation of unrestricted re- 
tained earnings. Furthermore, it violates 
the position taken by the Association’s 
Committee on Concepts and Standards in 
opposition to any subdivisions of the re- 
tained earnings section.’* Thus the recom- 
mended treatment is not entirely satisfac- 
tory in that it introduces unfamiliar items 
into the ownership equity section of the 
interim balance sheets. Nevertheless, these 
items will be relatively unfamiliar no mat- 
ter where they are placed. An alternative 
possibility, of course, is to show the net 
deferred charge or credit in the asset sec- 
tion with an explanatory footnote to 
indicate the true nature of the net balance, 
but the nature of these items argues in 
favor of the ownership equity presentation. 

To a certain extent, the question of 
balance sheet location may be regarded as 
unimportant. Interim balance sheets are 


3 Tbid., p. 155. 
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often not circulated for general use and 
when this is the case management is free to 
follow any policy that makes sense inter- 
nally. For example, three of the four pub- 
lily owned companies in the six-company 
survey publish quarterly income state- 
ments but no quarterly balance sheets. 
Even a cursory examination of financial 
periodicals is enough to indicate that the 
withholding of interim balance sheets is 
a common custom. In the six-company 
survey, the most common external use of 
interim balance sheets was reported to be 
in connection with individual company’s 
bank borrowing. Scrutiny at this level is 
bound to be more sophisticated, giving the 
company a greater ability to explain its 
interim accounting practices than if the 
balance sheets are studied by private 
investors who are unable to clarify un- 
certain points by personal discussion with 
company officials. Nevertheless, if balance 
sheets are circulated at all, they should be 
prepared in a conceptually correct manner, 


CONCLUSIONS 


The usefulness of published interim 
income statements in predicting annual 
profit is likely to be impaired if these state- 
ments do not include adjustments for 
fluctuations in the timing of cost releases. 
Management, therefore, has a responsi- 
bility for anticipating in income state- 
ments for the first three quarters the 
annual total of a wide variety of business 
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expenses. To the extent that these tend to 
vary with the level of sales, the quarterly 
accrual should reflect the expected annual 
average related to reported sales for the 
quarter. If the amounts are largely inde- 
pendent of current sales volume, however, 
the amount should be prorated evenly over 
the four quarters. These adjustments 
should be revised quarterly whenever more 
recent information indicates that annual 
totals will differ from the amounts origi- 
nally estimated or budgeted. 

Debit balances in the accounts through 
which accruals and actual expenses are 
cleared represent deferred charges against 
future periods, but they are neither legal 
prepayments nor claims on outsiders and 
therefore they should be shown as deduc- 
tions from retained earnings on the balance 
sheet. Credit balances in these clearing 
accounts should be treated as deductions 
from assets if they represent esitmated cost 
expirations, as liabilities if they represent 
estimated contractual obligations to others, 
or as additions to retained earnings if they 
merely indicate that current expenses are 
less than current accruals. Any balances in 
clearing accounts that are not properly 
regarded as contra assets or liabilities 
should be closed back into income at the 
time of annual report preparation. Thus 
the acceptance of these principles for 
interim reporting will not violate in any 
way the existing concepts on which annual 
reporting is based. 
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TRAINING ACCOUNTANTS IN HOLLAND AND 
WEST GERMANY 


ARTHUR N. Loric 


Professor, University of Washington 


continental Europe, accounting has 
developed rather erratically. In Hol- 
land and West Germany, accounting as 
practiced is of good quality. This is con- 
firmed by American and British account- 
ants with close’ contacts in those two 
countries. In the other countries, account- 
ing improvement has been slower but there 
is some evidence of an increasing tempo. 
The government of France, for example, 
by a decree dated May 24, 1956, has set up 
a new comprehensive procedure for train- 
ing and qualifying public accountants. On 
the other hand, Italy, which gave birth to 
Pacioli and his ground-breaking treatise on 
bookkeeping, still lags among those coun- 
tries in which accounting is least advanced. 
What are the accounting training proce- 
dures which enabled Holland and West 
Germany to forge well ahead of their 
neighbors in quality of accounting prac- 
tice? The results of a survey of the training 
in those two countries follow. 


[’ THE various countries of western 


HOLLAND 


In Holland, the use of the title “account- 
ant” by an individual gives no clue as to 
the training and qualifications he might 
have for the accounting profession. Each 
person is judge of his own qualifications 
because anyone who regards himself as 
able to practice can present himself as an 
accountant. The Dutch parliament thus 
far has resisted effectively any attempt to 
obtain legal regulation of entry into the 
profession. 

As a consequence, membership in an 
accounting association with strict qualifi- 
cations for admission has become the 
identification of a well-qualified account- 
ant. Much the largest of the associations is 


the Netherlands Institute of Accountants 
(Nederlands Institute Van Accountants) 
with a membership in the neighborhood of 
1500. Another association entitled Insti- 
tute of University Graduate Accountants 
has a membership of about 200. Members 
of the one do not hold membership in the 
other, although some university graduates 
and even professors of accounting are 
members of the former. There exist good 
relations between the two groups and they 
hold to the same ethical standards. About 
twelve other accounting organizations 
exist, all of them small and entirely unre- 
lated to the two mentioned. 

The Netherlands Institute of Account- 
ants was founded in 1895 and has had a 
very great influence on accounting training 
in Holland. Even now, when university 
training in accounting is available, the 
Institute is by far the most important 
factor in training accountants. In August, 
1957, there were 2,869 registered candi- 
dates for membership participating in the 
Institute training program and hoping to 
earn the right to use the title “member of 
the N.I.V.A.” after their names. Because 
of the very dominant role played by this 
Institute, the programs through which 
membership may be obtained will be 
described here. 

There are two such programs, the Insti- 
tute’s own program and university train- 


’ The information given here on accounting training 
and practice in Holland came from interviews wi 
members of the Netherlands Institute of Accountants, 
some of its officials, and a university professor of ac- 
counting, and from two booklets, viz.: Netherlands In- 
stitute of Accountants, The Accountants Profession and 
the Training by the Netherlands Institute of Accountants 
(Amsterdam) July, 1953; and the Netherlands Institute 
of Accountants, General Information About the Nether- 
lands Institute of Accountants and its Organization 
(Amsterdam) August, 1957. 
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Accountants in Holland and West Germany 


ing. The requirements are related and the 
length of time involved not greatly differ- 
ent. It is probably safe to assume that the 
university approach, including as it does a 
university degree, is preferable even 
though the other usually provides practical 
training and an income during the period 
of study and is much more popular. 


The Institute Training Program 


The Institute arranges for classes to be 
given evenings in the larger cities of Hol- 
land for the candidates for membership. 
The classes are conducted by specialists 
appointed by the Institute and paid by 
means of student tuition. Other expenses, 
such as rent of classrooms, are borne by the 
Institute, that body also prescribing the 
course programs and the textbooks. 

Correspondence courses are provided for 
those living away from the cities where 
classes are given, but taking such courses is 
discouraged and not even permissible for a 
candidate able to attend classes. 

There are no apprentices or articled 
clerks in public accounting. The students 
of accounting are called assistants if em- 
ployed by an auditing firm, but they need 
not be so employed. If they are, they re- 
ceive salaries comparable with those paid in 
other lines for similar ability. Student 
assistants may be given contracts before 
obtaining membership in the Institute but 
are restricted from using the title of ac- 


Preparatory Subjects (4 years): 
Technology of commerce. .. 
Commercial arithmetic 


Statistics......... 


Economics (3 years): 


Accounting and Auditing (4 years): 


Theory and practice of administrative organization... 
Theory and practice of auditing.................... 
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countant for the duration of the study 
program. 

To be accepted as a student a person 
customarily must have a diploma from a 
secondary school and must have had some 
bookkeeping instruction such as attested 
to by a diploma of practical bookkkeeping 
from the Netherlands Association for 
Practical Examinations. However, he may 
be registered as a candidate for member- 
ship in the Institute before he becomes 
eligible as a student. 

There is a possibility, also, for those who 
do not hold a diploma from a secondary 
school, to be admitted through passing 
examinations given by the examining 
board of the Institute. The examinations 
are in algebra, political science, economic 
history, and ecenomic geography. Besides 
passing these examinations, such a candi- 
date must hold a diploma in commercial 
correspondence in the Dutch, French, 
German, and English languages from the 
Netherlands Association for Practical Ex- 
aminations. 

The program of evening study covers a 
period of approximately eleven years. 
Four years are first spent in preparatory 
subjects, followed by three in economics 
and finally four in accounting and audit- 
ing. At the conclusion of the work in a 
course, an examination is taken (they are 
offered semi-annually). The studies and 
the examinations given are as follows: 


Examinations 
Maximum Duration 

Written Oral (Public) 
4 hours 4 hour 
i hour 
3 hours hour 
. 6 hours 4 hour 
1 hour 
12 hours 1 hour 
12} hours 1 hour 
hour 


Final Examination—on a subject chosen by the candidate from 


business economics, administrative organization or auditing. .... 


= 
) 
Advanced bookkeeping. 
| 
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Upon passing all the examinations, a 
student is granted the “Certificate of the 
Netherlands Institute of Accountants.” 
He is also then eligible for membership in 
the Institute. 


The University Program 


One who chooses the university program 
approach to Institute membership must 
first of all obtain a degree in economics 
from a university or a separate college. He 
thereupon takes up the study of account- 
ing. Thus the degree earned in accounting 
is said to be at least the equivalent of a 
master’s degree. The student may even 
take a Doctorandus degree before taking up 
his accounting studies which means at 
least two additional years of university 
work. 

The examinations taken by those follow- 
ing the university program are, of course, 
offered and graded by the universities. 
However, the examinations in administra- 
tive organization and auditing are identical 
with those offered by the Institute and are 
given at the same time. The questions are 
prepared by a joint committee represent- 
ing both the Institute and the universities. 
The committee members representing the 
universities are professors teaching the 
subjects and are usually members of the 
Institute also. 

Upon receiving an accounting diploma 
from a Netherlands university or college, a 
college graduate becomes eligible for mem- 
bership in the Institute. University trained 
members are few in number, however. Of 
1,352 members in 1957, only 110 or about 
eight per cent had come through the uni- 
versity program. The number actually in 
public practice is probably much smaller, 
for nearly 50 per cent of the members of 
the Institute are in other work or are 
retired. 

It is probable, of course, that university- 
trained accountants tend to join the com- 
peting Institute of University Graduate 


Accountants. But since that organization 
has a membership of only about 200, even 
the combined total of university-trained 
accountants in both associations is small 
compared to the total of those engaged in 
the profession. 


WEST GERMANY 


In contrast to England particularly and 
to Scotland and Holland in some respects, 
the offering of accounting education in 
West Germany is left to educational insti- 
tutions. There is an institute of account- 
ants named the Institut der Wirtschaft- 
sprifer in Deutschland e.v., but it con- 
ducts no accounting courses. A college 
education is a customary requirement for 
obtaining a professional certificate to 
practice accounting. However some “pri- 
vate courses” in accounting, both class- 
taught and correspondence, are available. 

The accounting education offered by 
various universities is not uniform, that in 
some tending to be more technical than in 
others. Hence the following general de- 
scription of educating accountants may 
differ slightly from that found in a particu- 
lar province or educational institution. 


Accounting Education? 


University education in West Germany 
differs considerably from that in the 
United States of America. This is true as to 
the nature of the course instruction and in 
the method of examining students. The 
examinations can be compared with those 
given graduate students in this country. 

Some characteristics of the education of 
the German students prior to attending 
universities is enlightening. Elementary 
schools are attended during the ages 6 to 
10 after which the better students—about 


? The information on accounting education in West 
Germany was obtained through interviews with unl 
versity teachers of accounting in Cologne, Frankfurt- 
Main, and Munich. Some slight differences exist in the 
information obtained from the several sources, but it 
is believed that what is presented here is correct. 
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10 per cent of the student body—go on to 
high school. The remainder are said to 
continue in either elementary or inter- 
mediate schools until about 14 years of age, 
at which time their formal education ends. 
Most of them are then apprenticed and 
attend a part-time vocational school until 
the age of 18 or until they have finished 
their apprenticeship.® 

High school takes a full 9 years and hasa 
fixed curriculum, including 9 years of 
mathematics and several foreign lan- 
guages. The only choice available to the 
student is to add another foreign language 
outside the fixed requirements. About 20 
per cent of the high school students are 
dropped for low scholarship, especially at 
the end of the fourth year. Those who 
graduate appear to be as advanced as the 
sophomores in colleges in the United 
States. 

In West German universities, account- 
ing as a part of business education is 
usually given as a branch of economics. It 
appears not to be taught as thoroughly as 
in colleges of business administration in the 
United States. Among the professors inter- 
viewed, even the one most insistent that 
accounting is taught adequately admitted 
there is no high degree of specializing in 
accounting nor is there even a functional 
approach. He admitted that some of the 
accounting is taught in other courses deal- 
ing with business. The extent of specializa- 
tion available to the students appears to be 
the ability to select an accounting subject 
on which to write the main paper or thesis 
as part of the final examination, and to 
select accounting as one of five fields in 
which to be examined. 

The accounting courses are taught by 
the lecture method. Except in elementary 
accounting or bookkeeping, problem ma- 
terial is not ordinarily used. Some public 
accountants and educators regard this as a 
major flaw in the accounting training given 
the students. 
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Classes in the universities tend to be 
very large. One university reported classes 
in business subjects of 500 to 1,500 stu- 
dents, with only 10 professors serving some 
3,500 students. The professors had assist- 
ants who were limited, however, to teach- 
ing only 2 hours a week and only in the 
name of the professors. Professors are paid 
in part according to the number of stu- 
dents they teach and they have full deter- 
mination of admission of new members to 
the faculty and of courses to the curricu- 
lum. 

A student’s university work is for a 
period of four years with few examinations 
being given him during that time. Gradua- 
tion is dependent upon his passing a 
comprehensive final examination. Class 
attendance records are not kept as a rule, 
the student being responsible for his own 
preparation and being expected to do 
considerable independent studying. 

The final examination in economics, of 
which accounting is a part, given by a typi- 
cal university calls first of all for a thesis of 
about 100 pages, said to be about the 
equivalent of a master’s thesis in the 
United States. Then there are five papers 
(examinations), each 4 hours long, written 
under supervision upon assigned topics in 
law, general business administration, gen- 
eral economics, and two elective fields, one 
of which can be accounting. Finally an oral 
examination must be passed, with one-half 
hour of questioning in each of the five fields. 

A doctorate degree also is taken by a 
surprising number of men entering the 
public accounting field. Such men are in 
considerable demand by public accounting 
firms because of the high prestige value 
attached to the doctorate degree in busi- 
ness circles in Germany. The degree is 
reported to be somewhat easier to obtain 
than the same degree in the United States. 


* Erick J. Hylla and Frederich O. Kegel, Education 
in —— (Frankfurt am Main: Hochschule fiir Inter- 
national Pidagogische Forschung, 1958) pp. 16-20. 


ion 
ven 
ned 

all 
d in 
and 
cts, 

in 
sti- 
nt- 
aft- 
on- 
lege 
for 

to 
pri- 
ass- 
ble. 
by 
tin 

in 
de- 
nay 
icu- 
any 
the 

s to 
din 
The 
10S€ 
try. 
n of 
Jing 
ary 
6 to 
out 
West 
unl- 
yut it 

| 


236 The Accounting Review 


Certification of Professional Accountants* 

Professional certificates authorizing the 
holders to practice public accounting are 
issued by the several provincial govern- 
ments in Germany, and requirements vary 
somewhat but not in important respects. 
The minimum age for an applicant is set at 
thirty years except that two provinces 
specify a lower age limit of twenty-eight 
years. Applicants must show both financial 
and personal ability to carry on the work. 

A college education is normally expected 
of candidates for certificates. They must 
have completed studies in economics, 
which includes business administration 
and accounting, or law. Exceptions to this 
requirement are made for men who already 
have outstanding records in practice, these 
comprising about 5 per cent of the total. 

There also is an experience requirement. 
Six years of practical experience are com- 
monly demanded, of which three or four, 
depending upon the province, must be 
with a public accounting firm. However, 
the author was informed that two of the 
six years could be spent in studying ac- 
counting, this being beyond the studies 
taken for a university degree. 

Candidates for certificates must be 
examined and approved by a government- 
appointed examining board. The board 
customarily consists of a professor of 
accounting (usually the chairman), two 
members of the Institut, a representative 
of the Minister of Economics of the prov- 
ince who issues the certificates, a professor 
of law, and a representative of industry. 
The Institut is said to be called upon to 
recommend individuals for board appoint- 
ments. 

The examination is given over a nine 
months period and is in three parts. The 
first requires a paper or thesis to be written 
in spare hours on an accounting subject, 
the time allowed being cight weeks. The 
second part consists of written supervised 
examinations in three areas, accounting, 


tax, and law, each examination taking 
three or four hours. The third and final 
part is an oral examination, including a 
discussion of cases, conducted by the board 
of examiners, three men being examined at 
the same time. 

If a candidate does not pass the written 
examinations, he may not take the oral. A 
majority vote of the committee decides the 
passing or failing. Usually, a failed candi- 
date may retake the whole examination 
after the lapse of a year, but only once. 

It is said that about 80 per cent of the 
examined individuals are passed and 
certified. While this may appear to be a 
high ratio, it must be remembered that 
practically all the candidates are quite 
mature and are university-trained, some 
with doctorate degrees; that they have had 
considerable experience in the practice of 
accounting; and that they were already of 
a select group when admitted to high 
school and a university. The average age 
at which a man becomes certified is said to 
be close to thirty-five years. 


Accounting Practice 


A brief description of the practice of 
accounting in West Germany is enlighten- 
ing. It shows reasons for some of the train- 
ing requirements, such as the emphasis 
upon law, and also indicates some effects of 
the severe training requirements upon the 
profession. Almost all certified practi- 
tioners are members of the Institut. Never- 
theless there are only about sixteen hun- 
dred members, including those in all parts 
of West Germany. This compares with 
over seventeen thousand attorneys. It 
appears to support a claim that profes 
sional accountants are overworked. 

Several reasons are offered for the small 


* This information on accounting training and prac 
tice in Germany was obtained from interviews with 
public accountants and the executive secretary of 
Institut, and by reference to the book Institut der 
Wirtschaftspriifer in Deutschland e.y., Wirischafis- 
priifer-Handbuch, 1959, (Diisseldorf). 
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number of certified practitioners. The 
severity of the examinations and the high 
experience requirements are said to be 
factors. Industry draws off quite a number 
with attractive offers before they are ready 
to take the examinations. World War II is 
said to have caused a considerable loss in 
numbers, and schools exert a limiting 
influence on the number of students ac- 
cepted. The author is not aware of any 
major attempt to alleviate the shortage. 

All the sixteen hundred members of the 
Institut are in actual practice, for that is 
one of the conditions of membership. The 
members may and do employ non-mem- 
bers, of course, with a limiting minimum 
ratio of five non-members for each mem- 
ber. Many of the non-members are looking 
forward to taking the examinations for 
certification and, if they pass, becoming 
Institut members; some well-trained men 
without any such intention are kept on the 
staffs as permanent employees. 

The work of the professional account- 
ants is broader than in some other coun- 
tries. The accountants go further into legal 
matters, even to the drawing up of con- 
tracts involving accounting considerations. 
Some firms have legal men on their staffs, 
and some staff men are thoroughly trained 
in both law and accounting. 

In their work and reporting, West 
German professional accountants tend to 
go into more detail than is true in this 
country. One reason is that government 
loans are often made to business firms and 
the government demands detailed reports 
of such firms. The accountants also are said 
to have considerable responsibility for the 
financial behavior of clients and are liable 
by law up to 100,000 marks for injury 
resulting from inaccuracies in their state- 
ments. Insurance is carried to cover such 
possible claims, of course 

But the most important reason for the 
greater detail in their work seems to be a 
looseness in the accounting and reporting. 


In spite of well-accepted theoretical argu- 
mentation against hidden values or secret 
reserves, such as undervalued fixed assets 
and inventories, the hiding of values is 
nevertheless permitted by law. And since 
certificates on financial statements merely 
certify that the statements are in conform- 
ity with legal requirements, the company 
statements are not usually corrected by 
the auditing firms in this respect. Instead, 
the audit reports accompanying the state- 
ments are made more detailed to cover this 
situation and to point out the earnings 
more realistically. There also are said to be 
more economic analyses and more atten- 
tion to budgets and cost information than 
are presented in our reports. 

The writer was informed that certified 
accountants as a professional group rank 
high in public esteem in West Germany. 
Judging by the stiff requirements for 
certification and the responsibilities placed 
upon the accountant’s shoulders, it is 
evident that the high rating is deserved. 


CONCLUSION 


In comparing the training of account- 
ants in Holland and West Germany with 
our own training procedures, several 
important differences appear which tend to 
question the adequacy of our program. The 
considerable emphasis on economics in the 
course work required of trainees in those 
two countries (and in England and Scot- 
land) is one such difference. Since account- 
ants do serve as advisers of business 
administrators to some extent, are we 
possibly bringing young people into the 
profession without sufficient understand- 
ing of economic principles and problems?’ 

Two other subjects receiving greater 
emphasis in the two countries studied (and 
again in England and Scotland) are law 
and statistics. Their importance in devel- 
oping ability to attack problems, analyze 
data, and present findings are evident. 

Another difference is supplementing the 
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written examinations with oral examina- 
tions. An accountant inevitably finds it 
necessary at times to verbally explain 
factual data and accounting principles and 
practices to others. In an oral examination, 
the ability to do this with reasonable suc- 
cess can be determined. Perhaps we should 
consider including oral examinations in 
our training program. 

A final major difference is that the train- 
ing period in the two European countries is 
longer than ours. In Holland it is longer by 
virtue of an extended study program; in 
West Germany, the experience require- 
ment is high. As a consequence, those 
reaching the goal of acceptance as a pro- 
fessional accountant are more mature and 
probably better trained. Are we possibly 
hurrying our own trainees into certification 


too rapidly? Would not the profession and 
the clientele be benefited by setting a 
uniform professional experience require- 
ment of several years for obtaining a certi- 
fied public accountant’s certificate? 

These are questions that should be of 
concern to the profession itself, as well as 
to educators. Classes are already available 
in most institutions of higher education 
where accounting is taught to provide any 
desirable additional instruction. The re- 
requirements for certification covering the 
method of examination, the subject matter 
to be included, and the length of experi- 
ence, all are the responsibilities of those in 
professional practice. If any improvements 
in the areas mentioned are to be made, the 
practitioners must take the necessary steps 
to bring them about. | 
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SELECTING THE PROPER DEPRECIATION 
METHOD* 


Isaac N. REYNOLDS 
Associate Professor, The University of North Carolina 


ANY of the issues involved in the 
M development of criteria for the 

selection of the proper deprecia- 
tion method for a specific plant asset or a 
major group of homogeneous plant assets 
have not been resolved. As a general rule, 
writers in this area either have given the 
subject only superficial treatment or have 
ignored the problem completely. The pur- 
pose of this paper is to suggest logical 
possible solutions to this particular prob- 
lem. 


VAGUENESS OF TYPICAL DEFINTIONS 
OF DEPRECIATION 


That this question has generally been 
ignored is readily apparent from a study of 
the typical textbook definitions and treat- 
ment of depreciation. Even the oft-quoted 
American Institute’s definition of deprecia- 
tion accounting is incomplete. As all of you 
know, this definition embraces the idea of 
allocating the cost of plant assets over the 
estimated useful life of the facility in a 
systematic and rational manner. 

This definition, along with the defini- 
tions in a majority of accounting text- 
books, stresses, quite rightly, that depreci- 
ation accounting is a process of allocation, 
not of valuation; but most of these defini- 
uons are vague and incomplete in that 
they do not provide sufficient criteria for a 
good allocation system. That cost of plant 
assets should be charged off in a “syste- 
matic and rational manner” is not an 
adequate guide to the amortization pat- 
tern. It is possible to devise a whole series 
of systematic and consistent allocation 
procedures which embody widely different 
patterns of time distributions, but would 
they be for this reason equally acceptable? 


Obviously, the answer to this question 
would be, “by no means.” Something more 
is required to provide a reasonable ap- 
proach to the allocation problem. 

Indeed, the Institute’s rather vague 
standard may have misled even a past 
president of that organization. Marquis G. 
Eaton, the forty-seventh president of the 
American Institute of Certified Public 
Accountants, in an address delivered be- 
fore the Illinois Society of Certified Public 
Accountants, said in part: “A company 
which adopts the diminishing-balance 
method of depreciation may show less 
income in the earlier years, and a greater 
net income in the later years of the life of a 
given asset, than an otherwise identical 
company which follows the straight-line 
method of depreciation.’’ Of course all of 
us would agree with Mr. Eaton’s point so 
far. The controversial part of his statement 
followed the sentence just quoted. He said 
that, “There are perfectly sound argu- 
ments to support both... depreciation 
methods. As yet no sound reasons have 
appeared to justify insistence that only one 
method is permissible.””* 


OBJECTIVES OF A SOUND 
DEPRECIATION POLICY 


I would agree that there is no one 
method appropriate for all plant assets; 
but on the other hand, it is my contention 


* This paper was presented at the annual meeting of 
the Seusieantens Section of the American Accounting 
Association at the University of Tennessee on April 29, 


* Marquis G G. Eaton, “Financial Reporting in a 


Illinois Society sety of Certified Public Accountants, June 7, 

1957, published in pamphlet form by the American In- 

vy <a Public Accountants, New York 16, 
P 
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that there is one and only one proper 
method for each individual asset. In order 
to support this statement, it is necessary to 
develop additional criteria, other than the 
systematic and rational concept, for an 
appropriate allocation system. An excel- 
lent starting point is the development of a 
set of objectives for a sound book deprecia- 
tion policy. I should like to offer these for 
your consideration: 

1, The determination of proper periodic 
charges against cost of sales or operations, 
appropriately related to the value of the 
services rendered by the facilities in succes- 
sive periods. In other words, cost should be 
allocated on a reasonable basis to the fiscal 
periods which benefit from the use of the 
asset. 

2. An accurate determination of “net invest- 
ment” or remaining book value; that por- 
tion of plant cost properly chargeable 
against the operations of future periods. 
This constitutes the proper base to which 
to relate net income in determining percent- 
age return on investment. It follows, of 
course, that if the first objective is achieved, 
that is to say, the proper allocation of 
periodic charges—the second objective is 
achieved automatically, the accurate deter- 
mination of remaining book value. 

3. The development of cost figures appropriate 
for managerial decisions such as pricing, 
choice of production methods, choice of 
products or models, forward planning, and 
other management problems. 


It should be emphasized that these 
objectives apply to a depreciation policy 
for book accounting purposes. The objec- 
tives of a depreciation policy for the 
determination of taxable income are the 
lowest possible long-run tax cost and the 
maximum conservation of working capital. 
In order to achieve the tax depreciation 
objectives, it may be necessary to choose a 
depreciation method different from the one 
that is used for book purposes and from the 
one that may be indicated by the objec- 
tives of a book accounting policy as just 
described. Since the intended discussion 
here is the selection of the proper deprecia- 


tion method for book purposes, let us 
again turn our thoughts in that direction. 

If a sound book depreciation policy 
requires that the depreciation charge be 
related to the net service values received 
from plant assets, then we must determine 
the pattern of net service values for each of 
our assets or major asset groups; and we 
must know the proper relationship of the 
depreciation charges to the net service 
values. 


DEFINITION OF NET SERVICE VALUES 


Before discussing the factors influencing 
the course of net service values, that term 
must be defined. In subsequent discussion, 
“net service values’ will mean that part of 
“veal” revenue contributed directly by the 
plant asset, less all operating costs other 
than depreciation, which are properly 
chargeable against such revenue. These 
operating costs include repairs and main- 
tenance costs, plant asset supervisory cost 
in the particular area, set-up and adjust- 
ment cost, and certain lost costs such as 
spoiled materials costs resulting from the 
loss of precision of the plant asset, idle 
capacity cost, and others. 


FACTORS INFLUENCING THE COURSE OF 
NET SERVICE VALUES 


The course of net service values would 
depend primarily on four factors: (1) the 
trend in operating costs, (2) the physical 
efficiency of the asset, (3) the amount of 
competition which may be expected from 
improved alternatives; that is to say, the 
gradual encroachment of obsolescence and 
inadequacy, and (4) the expected rate of 
use of the asset. Each of these factors 
requires further examination. 


Trend in Operating Costs 


First, the problems involved in project- 
ing the trends in operating costs will be 
considered. Most plant assets require, 
during their service life, a flow of mainte- 
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nance expenditures, which may vary with 
age and use. In a few cases operating costs 
of plant assets may be uniform or nil. For 
example, the poles of a telephone company 
and the ties of a railroad company require 
little or no maintenance during the period 
of time they are in service.? In many indus- 
trial firms repairs may be sporadic and 
proceed in spurts. For example, a machine 
may be completely overhauled after four 
years of use and these costs may be re- 
corded as an expense. After this overhaul, 
the machine should function efficiently for 
a rather long period of time without re- 
quiring a large cost outlay for repairs and 
maintenance. 

As a general rule, however, the flow of 
maintenance expenditures rises with age 
and use. Such a rise in these expenditures 
would tend to make a plant asset less 
desirable both costwise and servicewise. In 
addition, these costs reduce the net value of 
the service rendered in successive periods. 

Some indication of the measurement of 
future operating costs of plant assets may 
be obtained from past accounting records. 
If the new asset is similar to an old asset, 
fairly reliable operating cost figures may be 
obtained, but if the asset is a new inven- 
tion, it will be necessary to approximate its 
future operating costs. 

An accurate pre-measurement of future 
operating costs would be impossible in 
most cases, because many new assets differ 
to some degree from the old assets since 
improvements are being made constantly. 
Based upon past operating performance, 
assumptions can be made and such as- 
sumptions would necessarily have to show, 
in most cases, a uniformly increasing rate. 

It should be noted, however, that many 
book records of repairs and maintenance 
may be confusing in regard to these costs 
because some of them may be capitalized 
and others charged as expense. As a practi- 
cal rule the accounting decision regarding 
such matters depends upon the schedule of 


depreciation rates used. If the rates are 
established high enough to write off 
original cost and to provide for certain 
major repairs, then these costs would be 
capitalized; that is to say they would be 
charged, in this case, to the accumulated 
depreciation account. On the other hand, if 
a relatively low schedule of rates is used, 
major repairs would be charged to expense. 
The method of recording repair costs in the 
accounts would depend entirely on the 
amount of these costs which were antici- 
pated and provided for in the original 
schedule of depreciation rates. This ac- 
counting procedure is important as a prac- 
tical matter; but the method of recording 
these items does not change the typical 
treatment of the other repair and mainte- 
nance costs which will be charged to 
expense; therefore, the controversy over 
the accounting for these items will be 
ignored in the rest of the paper. 

In the discussion so far, only repairs and 
maintenance have been considered as 
operating costs. Other operating costs, 
such as material spoilage and idle plant 
cost, for the most part, appear to rise with 
age and use. A few of these costs will be 
mentioned briefly when I discuss the next 
factor. 


Physical Efficiency of the Plant Asset 


The second factor influencing the course 
of net service values is the trend in the 
physical efficiency of the plant asset. It isa 
common observation that the efficiency of 
different plant assets varies with age and 
use. Some plant assets operate at almost 
100 per cent efficiency for most of their 
service lives. For example, a refrigerator 
unit with a sealed motor operates at a 

* Of course, it should be understood that telephone 
and railroad maintenance crews are called upon often 
to replace poles and ties. These replacements should not 
be considered as ordinary repairs and maintenance ex- 
penses. Theoretically, at least, the cost of the old poles 
and ties should be removed from ned wee asset account, 


and the cost of the new ones should be placed in these 
accounts. 
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high degree of efficiency for the major- 
ity of its life. In some rather unusual 
cases it has been reported that the ef- 
ficiency of some plant assets actually in- 
creases with age and use. One assistant 
controller indicated to me that his particu- 
lar plant assets operate more efficiently as 
they age for quite a number of years, then 
decline very slowly. It is generally true 
that many new assets require frequent 
adjustments during the first one or two 
years, and during that period of time they 
may not operate as efficiently as they will 
later. This statement, however, does not 
imply that such assets operate at an in- 
creasing efficiency rate. 

In the majority of cases plant assets 
suffer a progressive deterioration in the 
quality and adequacy of their services as 
the assets age. For example, more shutdown 
time will usually be encountered as the 
plant asset ages, the facility may be able to 
produce only a smaller output and may be 
gradually downgraded to standby use, it 
may become less accurate and waste more 
materials, or it may require more labor 
cost in setting up or in operating in order 
to maintain its output. These manifesta- 
tions of deterioration, for the most part, 
tend to appear slowly at first and to gain 
force more rapidly later as the asset ages, 
until finally it has no value as a plant asset 
but only as scrap. At this point the facility 
is definitely ready for retirement. 

Engineers have made some studies in 
regard to declining efficiency of plant 
assets. Such studies, when available, do 
help in determining the effect of this factor 
on the course of net service values. If pre- 
cise measurements are not available, then 
it would be necessary to make an estimate 
which would follow the average trend in 
declining efficiency of a particular type of 
asset. 


Competition from Improved Substitutes 


The third factor which influences the 
course of net service values is the amount 


of competition which may be expected 
from improved alternatives, or the gradual 
encroachment of obsolescence and inade- 
quacy. In a few industries little improve- 
ment has been made in plant assets for a 
number of years. For example, some, al- 
though by no means all, of the new plant 
assets used in the textile industry today are 
very similar to those in use twenty years 
ago. Under these circumstances, a plant 
asset currently in use would have very 
little competition from a new “‘challenger.” 
In these industries the net value of the 
services from a plant asset in use would not 
decline as a result of competition from “‘im- 
proved” alternatives. 

The typical situation in the United 
States, however, may be characterized as 
a dynamic technology—improvements are 
constantly being made in plant assets. 
Most of these assets are, therefore, subject 
to competition from improved substitutes, 
As obsolescence encroaches upon an asset 
currently in use, the net value of even the 
same quantity and quality of services ren- 
dered by the property in successive periods 
will decline. Also, it is apparent that the 
quality of the services rendered by the 
plant assets, even when they do not dete- 
riorate absolutely, declines relative to the 
value of the services that could be obtained 
from available alternatives. 

In addition to improvements in existing 
machines and processes, three other related 
factors operate to cause the value of serv- 
ices rendered by machines to decline in 
successive periods: (1) shifts in consumer 
demands can reduce or eliminate revenue 
from existing plant assets, (2) shifts in rela- 
tive costs and prices can throw competi- 
tion awry, and (3) development of new 
products can make obsolete the products 
produced by the plant facilities. 

The pre-measurement of the effect of 
future obsolescence on the net value of 
services rendered by assets in successive 
periods is a difficult, if not an impossible, 
task. After all, it must be recognized that 
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improvements in available substitutes, 
whether costwise or servicewise, usually 
come in spurts, with intervals of compara- 
tive stagnation between. This phenomenon 
is partly due to the fact that obsolescence 
of plant assets frequently is a result of 
obsolescence of the products produced by 
plant assets, and it is a common observa- 
tion that the development of new products 
tends to proceed in spurts. 

Due to these causes of aberrations in the 
downward movement of service values, it 
will be impossible to measure accurately 
the competititive effect of improved alter- 
natives on net service values of plant 
assets. History offers some guidance, but 
it offers very little that can be precisely 
measured. If measurements cannot be 
made from past experience, then it would 
be necessary to resort to an estimate based 
on reasonable assumptions. In this connec- 
tion, George Terborgh suggests? 

... When we are dealing with occurrences 
spaced in random fashion over time, the best as- 
sumption we can make is that they will occur at 
a uniform rate. It is reasonable to suppose, there- 
fore, that insofar as the decline in current service 
value with age is attributable to the effect of 


obsolescence, the decline proceeds, on the average, 
in this fashion. 


Expected Rate of Use of the Plant Asset 


The final factor which influences the 
course of net service values is the expected 
rate of use of the asset. This factor will 
affect the amount of services, in terms of 
physical volume, which may be expected of 
the asset over the years. Of course, it is 
not the only factor which affects physical 
volume of service. We have already men- 
tioned that the physical output of service 
will be affected by the efficiency of the 
asset, the amount of shutdown time re- 
quired for repairs and maintenance, the 
amount of competition from improved 
products which in turn decreases demand 
for the products produced by our plant 
assets, and by other factors. 

Nevertheless, we must consider the ef- 


fect of the anticipated rate of use of the 
asset on physical service along with the 
other causes. We might make a few obser- 
vations to illustrate the particular point 
in question. Buildings, for example, are 
used rather uniformly, whereas trucks, air- 
planes, and certain industrial machinery 
may be operated with some degree of ir- 
regularity. Since the value of the service 
depends in part on the physical volume of 
service, we must anticipate the effect of 
the rate of use on the timing of the physical 
volume of service that may be expected of 
the asset over the years. 

The difficulty of estimating the effect 
of all these factors on the course of net serv- 
ice values would depend upon whether 
consideration is given to a single asset, a 
group of assets, or a whole plant. It would 
be difficult, if not impossible, to pre- 
determine both costs and “real” revenues 
applicable to a single asset. On the other 
hand, it may be possible to project a 
reasonable pattern of service value move- 
ments for groups of assets or for a whole 
plant. 


THE RELATIONSHIP OF DEPRECIATION 
CHARGES TO NET SERVICE VALUES 


If we can reasonably project the pat- 
tern of net service values, for at least the 
major asset groups, then our next problem 
is to determine the proper relationship of 
the schedule of depreciation charges to the 
net service value curve. If money had no 
value in use, the task of determining de- 
preciation would be simplified. All that 
would be necessary to fulfill the previously 
stated benefit objective would be to relate 
the depreciation charges directly to the net 
service values as projected for the major 
asset groups. 

Entrepreneurs do not, however, buy fu- 
ture net services at “face” or “par’— 
they buy the asset to make a profit; hence, 

* George Terborgh, Realistic Depreciation Policy, a 


—s and Allied Products Institute Study, 1954, 
p. 24. 
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conceptually, they discount the bundles of 
future net services which they purchase. 
Therefore, by inference, an ideal deprecia- 
tion method is one which allocates cost in 
such a way as to produce a uniform return 
on remaining unamortized investment in 
all periods at the rate of return implicit 
in the original transaction by which the 
asset was acquired. This proposition re- 
quires that consideration be given to the 
interest factor. 

The interest rate implied in the purchase 
transaction is not the borrowing rate; it 
is rather the earning rate of the asset it- 
self; or it might be called the capital risk 
rate. If the schedule of net service values 
and the cost of the asset are known, the 
implicit rate of return would be that rate 
which when applied to the remaining an- 
nual series of net service values would 
yield a discounted value equal in amount 
to the cost, or unamortized cost, of the 
plant asset at the beginning of the year in 
which the discounting procedure takes 
place. 

If the schedule of net service values can 
be estimated reasonably and if the interest 
rate can be determined, then it is possible 
to calculate the depreciation by the ideal 
method described. For example, deprecia- 
tion for any year would be the difference 
between the present value of all future net 
service values at the beginning of the 
period and the present value of all future 
net service values remaining at the end of 
the period, discounted at the appropriate 
interest rate. 


ALTERNATIVE MEANS OF ARRIVING 
AT A SOLUTION 


The “Back Door” Approach 


I am sure that all of you will appreciate 
the many difficulties which would be en- 
countered in applying the ideal method. 
I should like, therefore, to present two 
other possible solutions to the problem of 
selecting an appropriate depreciation 


method. The first suggestion is to attempt 
to approach the ideal depreciation plan by 
the “back door,” so to speak. In other 
words, let us ascertain the kinds of net 
service value curves at given rates of 
return which are implied by the different 
formalized depreciation methods. A gen- 
eral knowledge of the shape and other 
characteristics of the curves should enable 
management to select a simple formalized 
method that may closely approximate the 
ideal plan. To illustrate this kind of ap- 
proach, let us consider the types of net 
service value curves which are implied by 
three different formalized depreciation 
methods: the sinking-fund, the straight- 
line, and the sum-of-the-years’-digits 
methods. By the process of working back- 
wards, I determined the kind of net service 
value curve implied by each of these meth- 
ods for a ten-year assets costing $10,000 
and promising to earn 10 per cent on net 
investment. The accompanying charts will 
substantiate my next remarks. The obser- 
vations which may be derived from this 
information may be summarized in this 
manner. Chart 1 shows that the sinking- 
fund method calls for a level series of net 
service values; yet the pattern of deprecia- 
tion is an increasing one. Chart 2 reveals 
that the straight-line method requires a 
slight downward schedule of net service 
values, one that declines each year by the 
rate of return multiplied by the equal 
annual depreciation charge. Chart 3 indi- 
cates that the sum-of-the-year’s-digits 
method demands a markedly decreasing 
pattern of net service values with a slight 
sag in the middle; the resultant indicated 
depreciation curve is a sharply decreasing 
one which has a uniform rate of decrease 
each year. The sag in the middle of the net 
service value curve implied by this method 
becomes more pronounced when both the 
length of service life and implied rate of 
return are increased. A twenty-five-year 
asset, for example, which promises to earn 
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Cuart 1. Annual depreciation charges and net service values implied by the sinking-fund method 
with a ten-year life and no salvage value, assuming a ten per cent rate of 


for an asset costing $10,000 
return. 
Dollars 


000 


3,000 


2,000 


1,000 


Cuart 2. Annual depreciation charges and net service values implied by the straight-line method 
for an asset costing $10,000 with a ten-year life and no salvage value, assuming a ten per cent rate of 
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Depreciation 


Years 
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per cent rate of return. 


Cuart 3. Annual depreciation charges and net service values implied by the sum-of-the-years’ 


digits method for an asset costing $10,000 with a ten-year life and no salvage value, assuming a ten 


Dollars 
},,000 
3,000 |. 
Net Service Values 
2,000 
1,000 Depreciation 
Charges 
0 4 i 4 2 


25 per cent on remaining net investment 
yields a curve which has a rather marked 
sag in the middle. 

Many of you may be wondering why I 
chose the hoary sinking-fund method as 
one of my examples. The major reason for 
this is that I wanted to point out categor- 
ically that a level series of net service 
values does not indicate the use of the 
straight-line method, but rather such a 
series calls for the application of the sink- 
ing-fund method. 

Of course, the purpose of determining 
the general contour of the net service value 
curve for each depreciation method is that 
this approach will enable management to 
select a formalized depreciation method 
which will fit reasonably the projection of 
the broad pattern of net service values 
applicable to major asset groups. 


Average Movement of Resale Market Values 


The final alternative for determining the 


Years 


proper depreciation method may be 
viewed, at least, in a validating light. In 
terms of our objectives, we may get some 
valid idea of the contour of the deprecia- 
tion curve itself, not the net service value 
curve, by resorting to average movement of 
resale market values of certain assets. This 
is not to say that I am advocating a valua- 
tion approach to the determination of the 
annual depreciation charge, but rather 
that I am suggesting that the average 
movement of resale market values of cer- 
tain types of assets may give us a clue to 
the approximate schedule of present worth 
of the series of net service values. In order 
to shed some light on this question we need 
to explore some basic principles of valua- 
tion and relate these to the benefit concept 
which is the foundation of our ideal depre- 
ciation method. 

The previously defined benefit doctrine, 
which has been presented as an acceptable 
postulate for our ideal cost allocation plan, 
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shares a common feature with the valua- 
tion principle. The benefit approach re- 
quires an estimate of expected total bene- 
fits, and such an estimate is also necessary 
for valuation. The principal difference be- 
tween valuation and the ideal depreciation 
method as described is the matter of tim- 
ing. A depreciation plan requires a pre- 
determination of the service values, appli- 
cable costs, and implicit interest rate at the 
time the asset is purchased; valuation may 
occur at any time in the life of an asset. 
If the service values, applicable costs, and 
anticipated return are estimated precisely, 
then by our ideal method, the unamortized 
cost of a given plant asset at any given 
point of time should be equal to the figure 
determined by an acceptable valuation 
procedure at the same point of time, pro- 
vided that no change in the value of the 
dollar has taken place. 

Carrying our valuation concept into the 
market place we might assume, also, that 
the buyer, at least the prudent buyer, pre- 
sumably re-estimates the amount and tim- 
ing of all future benefits and costs and dis- 
counts these amounts to the valuation date 
at an appropriate rate of return. Resale 
values should also reflect the prudent 
seller’s estimate of the present worth of the 
remaining net service values. In reality, if 
such a procedure does not follow precisely 
the conceptual notion, it would still appear 
that the average movement of resale mar- 
ket value, at least for the highly inter- 
changeable and mobile assets, should give 
some indication of the contour of the plant 
asset values and hence the general shape 
of the depreciation curve which would ap- 
proximate that derived from applica- 
tion of the ideal method. Even though 
there has been a change in the value of the 
dollar, it is possible to get some indication 
of the contour of the movement of plant 
asset values by comparing the average 
prices of assets of different age groups a 
the same time and in the same market. For 
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example, in 1960 the average prices of 1959 
automobiles could be compared with the 
average prices of 1958 automobiles both 
in terms of 1960 dollars. In such a case, all 
values are stated in the same size dollars. 

Due to the heterogeneous nature of 
buildings and structures, and since these 
assets are not highly interchangeable and 
mobile, little or no objective values can be 
determined for real property. Therefore, 
this alternative type of solution would not 
be applicable to these assets. 

After we have established the contour 
pattern of asset values of the interchange- 
able personal property, it will be a rather 
simple matter to select the formalized de- 
preciation method which most closely fits 
this pattern; if none provides a reasonable 
fit, we will then have to fabricate a method 
from the information which was derived 
from the schedule of second-hand values. 


SUMMARY 


In conclusion, I should like to summar- 
ize in outline form a suggested approach 
to the selection of an appropriate formal- 
ized depreciation method. For the asset, 
or preferably for the group of homogeneous 
assets in question, we must first determine: 
(1) the amount of services in terms of 
volume and earnings that may be expected 
of the asset over the years, (2) the amount 
and timing of the operating costs that may 
be incurred over the life of the asset, (3) 
the impairment of service quality and 
adequacy, as evidenced by the decline in 
physical efficiency, of the asset, (4) the 
amount of competition which may be ex- 
pected from improved substitutes, and (5) 
the implicit rate of return which the type 
of asset earns. From this information we 
must project a pattern of net service values 
for the asset or group of assets. Then we 
should match this curve with the appro- 
priate curve implied by the correct formal- 
ized method. For example, if we have a 
projected net service value curve, which is 
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a horizontal straight line, then the sinking- 
fund method is the appropriate one. If we 
have a net service value curve which de- 
clines by the rate of return multiplied 
times the equal periodic depreciation 
charge, then the straight-line method is the 
correct one. If we have a net service value 
curve which declines by a fixed percentage 
of the diminishing balance of the remaining 
sum of the net service values, then the 
diminishing balance method is appropriate 
and the proper fixed rate is that rate by 


which the net service values decrease. If 
some other method is a correct one, then 
the choice would be made in the manner 
just outlined. 

Even if the formalized depreciation 
methods do not fit precisely the actual life 
history of particular assets, results in the 
aggregate for all plant assets should be 
reasonable provided that the broad pat- 
tern applicable to major asset groups are 
wisely chosen. 
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THE ACCOUNTING CONCEPT OF REALIZATION 


FLoyp W. WINDAL 
Assistant Professor, Michigan State University 


are widely used in everyday conver- 

sation as well as in technical account- 
ing usage. In ordinary conversation, we 
frequently hear “realize” used in the sense 
of “understanding, or grasping clearly.’ 
Likewise, “realization” can mean “the ac- 
tion of forming a clear and distinct con- 
cept.”” To illustrate, we often speak of 
“realizing what the situation is,” or of 
“coming to a full realization of the facts.” 

The terms are also used in ordinary con- 
versation in the sense of converting to a 
real existence. “‘Realize,’’ for instance, can 
mean ‘‘to make real’’ or “to give reality 

” whereas “realization” can mean “the 
process of becoming or being made real.’”* 
Thus, we speak of “realizing our plans or 
hopes,”’ or of seeing the “realization of our 
dreams.”’ 

A third application of the terms in 
everyday conversation, and also in a busi- 
ness setting, is that involving the obtaining 
or amassing of a sum of money or a fortune 
by sale, trade, or some other means. Spe- 
cifically, “realize” can mean “to acquire , 
for oneself or by one’s own exertions. 4 
“Realization” can mean “the action of 
obtaining or acquiring.’”® One might speak 
of “realizing a fortune’’ from his business, 
or of the “realization of $10,000 on a ven- 
ture.” 

Coming next to a technical usage of the 
terms, we see that they can refer to a con- 
version into money. “Realize” can mean 
“to convert into cash or into money,” 
while “realization” can mean the action of 
converting into a more available form.’”® 
Both of these terms are used this way in 
a technical accounting sense when referring 
to the conversion of assets into cash for the 


Te terms “‘realize’”’ and “‘realization”’ 


purpose of liquidating liabilities. Specifi- 
cally, Finney and Miller give the follow- 
ing definition of the term “realization” 
when used in this sense. 

Realization is the process of converting assets 
into cash. It is loose terminology to speak of 


liquidating assets. Assets are realized; liabilities 
are liquidated.” 


In this same connection, the accountant 
prepares a Statement of Realization and 
Liquidation which shows the amount of 
money each asset would bring upon im- 
mediate sale. This usage of the term is 
identical to that of law, and perhaps was 
even derived from the legal usage. 

These usages, however, do not tell the 
entire story. In accounting, the terms are 
used widely in another manner. Probably 
most common is their usage in connection 
with revenue and income. Accountants 
speak of “realizing revenue”’ or of “‘realiz- 
ing income.” They also sometimes use the 
terms in connection with losses, and speak 
of “realizing a loss.” It is in this area of 
technical accounting usage that a great 
deal of confusion exists as to the precise 
meaning of the terms. Although account- 
ants speak quite freely of “realizing reve- 
nue or income,” other accountants are not 
always sure exactly what they mean. Some 
accountants give the expression one mean- 
ing, while others give it another.*® 


1 Sir James A. H. Murray (ed.), A New English Dic- 
tionary on Historical - (Oxford: The Clarendon 
Press, 1910), VII, p. 203 


6 Tbid. 

7H. A. Finney and H. E. Miller, Principles of Ac- 
‘oan is Advanced (New York: Prentice-Hall, Inc., 
10, 11, 12, 13, and 14. 
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The AAA Commitiee Definition 


In 1957, the Committee on Concepts 

and Standards Underlying Corporate Fi- 
nancial Statements of the American Ac- 
counting Association defined “‘realization”’ 
as follows: 
The essential meaning of realization is that a 
change in an asset or liability has become suffi- 
ciently definite and objective to warrant recogni- 
tion in the accounts, This recognition may rest 
on an exchange transaction between independent 
parties, or on established trade practices, or on 
the terms of a contract performance of which is 
considered to be virtually certain. It may depend 
on the stability of a banking system, the enforce- 
ability of commercial agreements, or the ability 
of a highly organized market to facilitate the con- 
version of an asset into another form.® 


This definition differs greatly from that 

given previously by most authors. Tradi- 
tionally, the term realization has been used 
and defined primarily in connection with 
revenue and income, and in terms of the 
receipt of a particular type of asset. Wit- 
ness the following definitions found in ac- 
counting literature: 
In any specific instance the test for realization is 
found in the question: Will the relinquishment of 
merchandise result in cash or in the creation of an 
asset which, in the normal course of events, will 
be converted to cash, i.e., does any further selling 
have to take place in order to obtain cash?!® 


Realize: . .. to exchange for property which at 
the time of its receipt may be classified as, or im- 
mediately converted into, a current asset." 


Revenue is realized by conversion of product into 
cash or other valid assets.” 


It can be seen that these three definitions 
are all concerned with the receipt of a 
particular type of asset, and that two of 
them are concerned solely with the revenue 
of an enterprise. In the first definition, the 
author, speaking in connection with the 
relinquishment of merchandise, requires as 
a prerequisite to “realization,” the receipt 
of cash or some asset which will be converted 
to cash in the normal course of events. The 
second author, although not restricting his 
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concept to dealings in the merchandise of 
the enterprise, requires the receipt of 
property which may be classified as, or 
immediately converted into, a current asset, 
Finally, the third definition, related again 
to the product of an enterprise, requires 
that cash or other valid assets be received, 
Each definition is thus a little broader as 
regards the type of asset to be received, 
The requirements have gone from cash or 
near cash, to a current asset or one that 
can be immediately converted thereto, to 
any valid asset. 

It should be noted that the American 
Accounting Association committee defini- 
tion does not concern itself at all with the 
receipt of a particular type of asset, nor 
does it restrict itself to dealings in the 
product of the enterprise. The key point 
is whether a change in an asset or liability, 
presumably any change, has become suff- 
ciently definite and objective to warrant 
recognition in the accounts. It should be 
noted that the change may be in an asset 
or a liability. Thus, according to the defini- 
tion, we can speak of the realization of a 
cost, of a cost transfer, of an expense, of a 
loss, of revenue and income, of a capital 
contribution, of a capital withdrawal, of 
an investment, of a liability liquidation, 
or of a loan. Each of these is the result of 
a change in an asset or a liability. Each of 
these changes is “realized” when the 
change becomes sufficiently definite and 
objective to warrant recognition in the 
accounts. 

This leads logically into another major 
difference between the AAA committee 
definition and most others. To say that 

® American Accounting Association, Accounting and 
Reporting Standards for Corporate Financial Statements 
and Preceding Statements and Supplements (Columbus: 
American Accounting Association, 1957), p. 3. 

1 Stephan Gilman, Accounting Concepts of Profit 
(New York; The Ronald Press Co., 1939), p. 102. 

Eric L. Kohler, A Dictionary for Accountants 
(Englewood Cliffs: Prentice-Hall Inc., 1952), p. 354. 

12 W. A. Paton and A. C. Littleton, An Iniroduction 


to Corporate Accounting Standards (American Account- 
ing Association, 1940), p. 46. . 
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The Accounting Concept of Realization 


realization takes place when a change has 
become sufficiently definite and objective 
to warrant recognition in the accounts 
implies that the change may have taken 
place prior to the time it became suffi- 
ciently definite and objective for recogni- 
tion. Thus, revenue, income, expense, and 
soon, may be in existence prior to the time 
they are realized. Again, this view of real- 
ization is quite different from that taken 
by many authors. Note the following: 


Income which is not realized is not generally con- 
sidered to be income at all.4 


Among the standard postulates of accounting to- 
day is one that income is “realized” gain and that, 
therefore, income emerges when the revenue from 
which it is derived is realized. 

In effect, these authors are making real- 
ization a part of the definition of income. 
The AAA committee definition, on the 
other hand, views realization as a concept 
entirely separate from income or revenue. 
The test of realization is used to determine 
when to recognize a particular item rather 
than to determine if a particular item falls 
in a certain category. To illustrate, the 
income element in an item sold by a manu- 
facturing concern has its beginnings when 
the raw materials for that item are put into 
production. It comes to final fruition when 
the finished product is sold and cash is 
received therefor. The test of realization is 
the guide used by the accountant to deter- 
mine when, during this period of time, he 
should recognize income in the accounts. 

In this view, then, realization is pri- 
marily a timing device. Throughitsapplica- 
tion, the particular point at which an item 
is to be recognized is determined. It also 
performs a secondary function. In requir- 
ing certain criteria to be met as a pre- 
requisite to recognition, the realization 
test excludes some items entirely from 
recognition. Some items never do achieve 
the degree of definiteness and objectivity 
hecessary to warrant recognition. It might 
be said, therefore, that the realization test 
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is also a screening device which exercises 
quality control over those items recorded 
in the accounts. 


THE MEANING OF DEFINITE AND 
OBJECTIVE 


The next question that must logically 
be asked is: What is meant by definite and 
objective? The AAA committee definition 
gives several examples of occurrences or 
circumstances upon which an argument in 
favor of definiteness and objectiveness may 
be based. It does not, however, go into 
sufficient detail on the subject. It seems 
to the writer that two major factors are to 
be considered in determining definiteness 
and objectivity. One relates to definiteness 
and the other to objectivity. 

Objective is, of course, the opposite of 
subjective. Therefore, in order for an item 
to be sufficiently objective for recognition, 
it must appear substantially the same to 
all accountants examining it. It must not 
be subject to different interpretations by 
different people. The quality of measur- 
ability seems to satisfy to a large extent the 
demand for objectivity. If an item can be 
measured with reasonable accuracy, it 
assumes a large degree of objectivity. 

This factor of measurability has a broad 
connotation in practice in that an item is 
considered to be measurable if it can be 
estimated with a reasonable degree of 
accuracy. The depreciation of fixed assets, 
for example, is considered to be measurable 
even though it is based on an estimate. 
The accountant’s judgment necessarily 
enters in here. He must make a decision 
as to whether his measurement in a par- 
ticular case is sufficiently accurate. He 
usually uses no statistical device to guide 
him. He does not compute the mathe- 
matical probability of his measurement 


% Russell, Bowers, “Tests of Income Realization,” 
Tue AccountTinc Review (June, 1941), p. 139. 

4G. O. May, “Postulates of Income Accounting,” 
The Journal of Accountancy (August, 1948), p. 108. 
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being correct. Yet, his past experience with 
like items and his technical background 
give him a basis for arriving at a sound 
conclusion. If, then, he decides that an 
item is “‘measurable,” it may be considered 
to have met the test of objectivity. 

The second factor, as noted above, re- 
lates to definiteness. For an item to be 
sufficiently definite, it must appear un- 
likely to be reversed. We might say it 
must appear to have permanence. As with 
the factor of measurability, the account- 
ant’s judgment is important. In his con- 
sidered opinion, the item must be such 
that it is unlikely to be cancelled, revoked, 
or lost in the foreseeable future. It must 
not appear fleeting—here today, gone 
tomorrow. Income or expense which arises 
in connection with a legal contract in most 
cases has the quality of permanence. The 
contract, to a considerable extent, binds 
the parties concerned. In the case of in- 
come, the use of an allowance for doubtful 
accounts provides for most reversals that 
do occur. 

Another illustration of permanence is 
in the case of gold production. Here, the 
government agrees to buy all the gold 
offered at a fixed price, thus ruling out 
price fluctuations for all practical purposes, 
and making the income permanent enough 
to recognize at the time of production. 


CRITERIA FOR REALIZATION 


Assuming that definiteness and objec- 
tivity are related to permanence and 
measurability, we might next ask how the 
latter relate to practice. Do accountants 
actually apply these factors in their day 
to day work? It appears to the writer that 
the factors are applied through their 
embodiment in various criteria for realiza- 
tion, Either consciously or unconsciously, 
the accountant relies on certain criteria in 
deciding whether or not to recognize par- 
ticular items in the accounts. He is, in 
effect, deciding whether or not they have 
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been realized. An attempt will now be 
made to set forth some of the criteria cur- 
rently used in practice. These criteria are 
guides, rather than inflexible rules. 


Criteria for the Realization of a Cost 


Certain criteria can be listed, first of all, 
for the realization of a cost. For purposes 
of this discussion, a cost refers to any out- 
lay which is either now, or will in some 
future period, be a negative factor in the 
computation of net income. That is, it 
will either be an expense or a loss. This 
outlay may be in the form of an asset 
going out or a liability incurred. A liability 
is defined as a monetary obligation, not 
necessarily legal, to those outside the 
enterprise. Under these definitions, such 
things as the discharge of a liability and 
the purchase of securities for investment 
purposes would not be considered costs. 
Likewise, the establishment of working 
funds by the transfer of cash from one ac- 
count to another would be excluded. 

There are two categories of criteria 
which must be met before a cost is con- 
sidered sufficiently definite and objective 
for recognition in the accounts. The first 
relates to the factor of measurability and 
the second to the factor of permanence. 
They are: 

1. The monetary amount of the outlay can be 
definitely determined or can be estimated with 

a reasonable degree of accuracy. 

2. One of the following is true: 

a. An exchange transaction has taken place 

with an independent, outside party. 

b. A contract or commercial agreement has 
been entered into, and the service related 
to that contract or agreement has been 
utilized. 

c. A monetary obligation has been imposed by 
a governmental body. 


d. The following are true: 

(1) In the accountant’s judgment it is 
highly probable that a monetary obligs- 
tion will have to be discharged and 

(2) The service related to the obligation 
has been utilized. 
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e. In the accountant’s judgment, it is probable 
that a decrease in the value of an invest- 
ment will not be reversed. 


In all situations, a cost must be measur- 
able. That is, its monetary amount must 
be definitely determinable, or it must be 
subject to estimate with a reasonable 
degree of accuracy. If this requirement 
cannot be met, the accountant need go no 
further. His accounts contain quantitative 
data, not rhetorical descriptions. 

In addition to being measurable, the 
cost must have some evidence of perma- 
nence. This requirement is generally con- 
sidered to be met by any one of the five 
circumstances listed. An exchange trans- 
action with an independent outside party 
would include most ordinary purchases— 
cash or credit—as well as exchanges. The 
fact that an exchange transaction has 
taken place is itself an indication of the 
permanency of the cost. And because it is 
with a party outside the enterprise, that 
permanency is further validated. That is, 
when these particular circumstances sur- 
round a cost outlay, the accountant feels 
he is justified in assuming that the outlay 
will not be revoked. 

The second condition signifying perma- 
nence is a contract or commercial agree- 
ment, the service related to which has 
been utilized. Such items as the cost of 
interest, bond discount, and after-costs 
would be covered by this criterion. The 
interest cost would be made permanent by 
the utilization of money borrowed in con- 
nection with a note payable or bond pay- 
able contract. The bond discount would 
also be covered by the bond payable con- 
tract. In the case of bond discount, the 
cost is recognized in the accounts prior to 
the time the borrowed money is used. This 
isan exception to the general rule. After- 
costs would be based upon commercial 
agreements or contracts, and would be 
related to the service of helping to secure 
revenue in the current period. 
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A monetary obligation imposed by a 
governmental body would also be sufficient 
grounds for considering a cost to be per- 
manent. Federal income taxes payable, as 
well as tax obligations to other govern- 
ment bodies, would be covered by this 
criterion. This criterion is necessary be- 
cause tax liabilities do not arise directly 
from an exchange transaction, nor from a 
contract or commercial agreement. 

The next criterion is somewhat general 
and predicated upon the professional judg- 
ment of the accountant. It must appear 
to him highly probable that a monetary 
obligation will have to be discharged, and 
the service related to that obligation must 
have been utilized. Thus, no transaction 
need have taken place, no contract or 
commercial agreement entered into, and 
no monetary obligation imposed by a 
governmental body in order for an item to 
qualify as a cost. An example of an item 
which may qualify as a realized cost under 
this criterion is deferred income taxes. The 
service in that case is the right to do busi- 
ness in the current period. 

The final criterion is also dependent 
upon the accountant’s judgment. Should 
any of the investments decline in value, 
whether they be short-term or long-term, 
that decline is normally considered to be 
realized if it appears probable to the ac- 
countant that the decline will not be re- 
versed. Thus, a decline in the value of 
marketable securities held as a temporary 
investment may qualify as a cost under 
this criterion. 


Criteria for the Realization of a 
Cost Transfer 


A cost transfer, for purposes of this dis- 
cussion, refers to the attachment of cost 
to an item of product, and is reflected 
through a bookkeeping entry. Any cost 
initially recorded as either an asset or ex- 
pense and later transferred to a product 
account would be involved in a cost trans- 
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fer. Included are the depreciation on fixed 
assets used in connection with the manu- 
facture of product, raw materials put into 
the production process, the cost of labor 
performed directly on the product, the cost 
of indirect shop labor, and other items 

of overhead that are transferred to a 

product account. The account concerned 

may be an “in-process” account, or a 

finished goods account. The criteria for the 

realization of a cost transfer are: 

1. The monetary amount of the cost transfer can 
be definitely determined or can be estimated 
with a reasonable degree of accuracy. 

2. The service represented by the cost has been 
or is being utilized in connection with a 
product of the enterprise. 


As with all the sets of criteria, this set 
includes measurability. The cost transfer 
cannot possibly be recorded in the accounts 
if it cannot be measured. The second 
criterion relates to the permanency of the 
transfer. The fact that the service repre- 
sented by the cost has been or is being 
utilized in connection with the product of 
the enterprise serves to establish that the 
transaction will not be reversed. The cost 
has become inventoriable, and will later 
be related to a particular revenue. 


Criteria for the Realization of an Expense 


After a cost has been realized and per- 
haps transferred to some item of product, 
the next step is normally its conversion 
into an expense. The definition of an ex- 
pense, for purposes of this discussion, is a 
cost expiration in which the service repre- 
sented by the cost has been utilized in the 
earning of revenue. An expired cost is 
described as a cost which has no discern- 
ible future benefit to the enterprise be- 
cause the service it represents has been 
utilized or lost. 

The criteria, then, for the realization of 
an expense are as follows. Both categories 
of criteria must be met before realization 
is considered to have taken place. 
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1. The monetary amount of the expense can be 
definitely determined or can be estimated with 
a reasonable degree of accuracy. 

2. The service utilized: 


a. Is related to a product that has left the con- 
trol of the enterprise by means of an er. 
change transaction with an independent 
outside party or 

b. Is indirectly related to the revenue of the 
current period. 


As with all the other sets of criteria, this 
set has as its first criterion one requiring 
measurability. Expenses, like costs and 
cost transfers, cannot be reported quanti- 
tatively unless their monetary amount can 
be definitely determined or estimated with 
a reasonable degree of accuracy. 

The second category of criteria is seen 
to be closely related to the matching con- 
cept. One of two requirements must be ful- 
filled. First, the service utilized may be 
related to a product that has left the con- 
trol of the enterprise by means of an ex- 
change transaction with an independent, 
outside party. In other words, the cost 
which has expired is product cost, and that 
product has left the enterprise as the result 
of a sale. The expense is thus considered 
sufficiently definite or permanent at the 
time the product cost is matched with a 
specific revenue. The basic services under- 
lying the product cost were utilized prior 
to this time, but the expense does not 
become realized until the product has left 
the enterprise in return for revenue. The 
process of matching is thus interrelated 
with the concept of realization. It aids the 
accountant in establishing the definite 
ness and objectiveness of the expense. 

The second criterion indicating perma 
nence states that the service utilized may 
be indirectly related to the revenue of the 
current period. Here again a matching 
process is taking place, but this time the 
relationship in indirect. It may be based 
upon some occurrence during the period 
or upon an estimate of some occurrence. 
An employee may perform his duties, aa 
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office building may be used, the deprecia- 
tion of some bookkeeping machines may 
be estimated, or borrowed money may be 
utilized. 

It would seem that in cases of indirect 
relationship to the revenue of the period, 
the matching concept is of less significance 
than where the association is direct. The 
major determinant of definiteness in the 
indirect situation would seem to be the 
event or occurrence itself. The perform- 
ance of duties, the utilization of a build- 
ing, and so on, give the accountant the 
main evidence of permanence that he needs 
for realization. It is at the time that these 
events occur that the service represented 
by the cost is utilized. 


Criteria for the Realization of a Loss 


Costs which do not become expenses be- 
come losses. That is, the service repre- 
sented by the cost is lost and is of no bene- 
fit to the revenue producing activity of the 
enterprise. The criteria for the realization 
of a loss are as follows: 

1, The monetary amount of the loss can be defi- 
nitely determined or can be estimated with a 
reasonable degree of accuracy. 

2. The service has been lost due to: 

a. Damage or destruction or 

b. A value decrease and 

(1) Has been verified by an exchange trans- 
action with an independent, outside 
party or 

(2) In the accountant’s judgment, it is 
probable that the decrease will not be 
reversed, 


As usual, the first criterion deals with 
measurability. The monetary amount of 
the loss must be definitely determinable 


| or be subject to an estimate which is 


reasonably accurate. 

If the service represented by the cost has 
been lost due to damage or destruction, 
no further evidence of permanence is 
needed. The basis for the realization of 
that type of loss is the physical event it- 


' self. A fire, theft, or flood is very convinc- 
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ing evidence indeed that the loss is perma- 
nent. 

If a value decrease is the cause of the 
loss, one of two criteria must be met before 
it is considered to be realized. First, the 
decrease may be verified by an exchange 
transaction with an independent, outside 
party. Such an event makes the decrease 
permanent to the enterprise concerned. 
For instance, once an asset which has de- 
creased in value has been sold for that 
lower value, a subsequent increase in value 
will not benefit the selling enterprise. The 
recognition of an operating loss would also 
be covered by this criterion. In that situa- 
tion, a portion of each dollar of cost in- 
curred is lost. This loss in value is recog- 
nized only after an exchange transaction 
takes place and costs and related revenues 
are matched. 

The other criterion applicable to a loss 
resulting from a value decrease states that 
in the accountant’s judgment, it must be 
probable that the decrease will not be re- 
versed. The most prominent example of 
the application of this criterion is a decline 
in the value of marketable securities held 
as a temporary investment. It is generally 
accepted practice in accounting to record 
a decrease in the market value of such 
securities, providing it is evident that the 
decline is not due to a temporary market 
condition.” The marketable securities are 
first an investment. The amount of the 
value decline then becomes a cost and 
finally a loss in the period of the decline. 

A decline in the value of inventory may 
also qualify as a cost under this criterion. 
Cases where inventory is written down to 
a figure below net realizable value, as is 
generally accepted in certain circum- 
stances, would not be a cost under the 
definition given earlier. In the writer’s 
view, a cost can occur only to the extent 


4% American Institute of Accountants, Restatement 
and Revision of moe reap Research Bulletins (New 
York: American Institute of Accountants, 1953), p. 23. 
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of the actual impairment of the dollar 
investment. Any writedown in excess of 
that figure appears to be an inconsistency 
in theory, and therefore is an exception to 
the general criterion of realization set forth 
above. 


Criteria for the Realization of 
Revenue and Income 


The purpose of incurring costs and ex- 
penses is, of course, to get revenue and 
income. We might next consider, then, the 
criteria for the realization of revenue and 
income. Revenue, for purposes of this 
discussion, is defined as a net asset increase 
resulting from the disposition of the prod- 
uct or service of the enterprise. Income is 
defined as any net asset increase, excluding 
contributions to capital. Income will thus 
include the excess of revenue over related 
expired cost, the advantageous settlement 
of liabilities, and appreciation in the value 
of specific assets. It must be remembered 
that this is not a definition of “‘realized”’ 
income, but of income in general. An asset 
is defined as anything which is of discern- 
ible future benefit to the enterprise. Again, 
this is not a definition of assets which have 
been recognized in the accounts, but of 
assets in general. The criteria for revenue 
and income realization are: 

1. The monetary amount of the revenue or in- 
come can be definitely determined or can be 
estimated with a reasonable degree of accu- 
racy. 

. One of the following is true: 
a. An exchange transaction has taken place 
with an independent, outside party and 
(1) Cash or marketable securities have been 


received in the amount of the increase 
or 

(2) In the accountant’s judgment, the com- 
pletion of the transaction is virutally 
certain. 

. A contract or commercial agreement has 
been entered into, and the service related 
to that contract or agreement has been 
utilized. 

. The enterprise has been legally relieved of 
some of its liabilities, 
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d. In the accountant’s judgment, it is a virtual 
impossibility that an asset increase will be 
reversed, 


In addition to the usual criterion for 
measurability, one of four other criteria 
must be met to satisfy the requirement of 
permanence. One indicator of permanence 
is an exchange transaction with an inde 
pendent, outside party, combined with the 
fulfillment of one of two conditions preced- 
ent. Either cash or marketable securities 
must have been received in the amount of 
the increase or in the accountant’s judg- 
ment, the completion of the transaction § 
must be virtually certain. This criterion 
takes care of all ordinary sales on account, 
as well as instalment sales where collec. 
tion takes place over a prolonged period 
of time. In those instalment sale situa- 
tions where, in the accountant’s judgment, 
the completion of the transaction is not 
virtually certain, the cash basis of recog: 
nizing revenue and income is reverted to. 

The next criterion states that a contract 
or commercial agreement may have been 
entered into, the service related to which 
must have been utilized. Revenue or in- 
come from such items as interest, long 
term construction contracts, and trade 
acceptances can be realized by meeting 
this criterion. Loaned money may have 
been used or services may have been per 
formed on a construction project. 

Legal relief from some of its liabilities is 
another criterion which serves to satisfy 
the permanence requirement. Relief from | 
a liability results in a net asset increase | 
and thus qualifies as income under the ff 
definition given previously. The fact that } 
the enterprise has been legally relieved is | 
convincing evidence of the permanency of 7 
the income. 

The final criterion under which revenue | 
or income can be realized is one based 
entirely upon the accountant’s professional 
judgment. If, in his opinion, it is a virtudl 
impossibility that an asset increase will be | 
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reversed, it may be considered realized. It 
should be noted that the wording here is 
different from the cost criterion which 
parallels this one. The cost criterion states 
that a cost may be realized if in the 
accountant’s judgment it is highly probable 
that a monetary obligation will have to be 
discharged, and the service related to that 
discharge has been utilized. Once a cost 
has been realized, the way is, of course, 
open for the realization of an expense. 
Thus, the accountant has set up stiffer pre- 
requisites for income than he has for ex- 
se. 
It should be noted that varying degrees 
of probability enter into the criteria for 
different types of items. A loss resulting 
from a value decrease is considered real- 
ized if it is probable that the decrease will 
not be reversed. It must be highly probable 
that a monetary obligation will have to be 
discharged in order for a cost to be real- 
ized. And finally, it must be a virtual impos- 
sibility than an asset increase will be re- 
versed before revenue or income is realized. 
Income might be considered to be real- 
ized under this last criterion in connection 
with the mining of gold or silver. In those 
cases, the guarantee of purchase at a fixed 
price by the Federal government makes the 
subsequent loss of the income a “virtual 
impossibility.” 


Summary 


In addition to the criteria set forth 
above, additional sets could be given for 
the realization of a capital contribution, 
a capital withdrawal, an investment, a 
liability liquidation, and a loan. It is felt, 
however, that those presented illustrate 
adequately the type of criteria currently 
used in practice. There are, of course, some 
instances where they are not strictly 
followed. The criteria are not thereby dis- 
credited, however, they apply in the vast 
majority of situations, and the exceptions 
perhaps point to inconsistencies in ac- 
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counting theory. It should be understood 
that the writer does not advocate that 
these criteria necessarily should be fol- 
lowed. They are merely those which seem 
currently to be in effect. 

The criteria presented embody the 
factors of measurability and permanence, 
and serve as guides to the accountant in 
determining if a change in an asset or 
liability is sufficiently definite and objec- 
tive to warrant recognition in the accounts. 
It should perhaps be pointed out here that 
the sale and the purchase are often the 
signal to the accountant that certain cri- 
teria have been met. In the normal situa- 
tion, the sale is the signal that revenue has 
been realized and the purchase is the signal 
that a cost has been realized. They merely 
serve as prima facie evidence, however, 
that specific criteria have been met. 

It can be seen that the judgment of the 
accountant plays an important part in all 
these criteria. He must reach conclusions 
in each case as to the degree of permanence 
and objectivity present. His decision, one 
way or the other, will determine whether 
or not a particular item is to be considered 
realized. 


SOME CONCLUSIONS AND 
RECOMMENDATIONS 


It seems quite clear by this time that 
realization, as defined by the American 
Accounting Association committee, is 
quite different from realization as generally 
conceived. In my opinion, however, the 
committee definition is valid. It appears 
that the accountant does decide when to 
recognize a change in the accounts by con- 
sidering whether it is sufficiently definite 
and objective. Furthermore, this process 
seems to apply not only to revenue, in- 
come, and losses, but to all changes in 
assets and liabilities. 

It appears that accountants have been 
applying a realization test in all areas, but 
have been calling it “realization” only in 
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connection with revenue, income, and 
sometimes losses. Clearly, if the concept 
is applied in all areas, it should be called 
“realization” in all areas. It is my opinion, 
therefore, that accountants should make a 
special effort to use the term realization 
in this broader sense. In this way, its use- 
fulness as a concept will be increased. Both 
accountants and those relying upon the 
work of the accountant will associate the 
term realization with a definite, distinct 
concept, applied similarly in all areas. 
These conclusions have some rather 
interesting implications. If the basis for 
accounting recognition of asset and liabil- 
ity changes is definiteness and objectivity, 
then accounting recognition will vary 
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directly with the ability to measure these 
factors. The criteria for realization today 
are not necessarily the criteria of the fy. 
ture. Changes in technology or in economic 
conditions may affect them drastically, 
The advanced use of electronic computers, 
for example, may make it possible to fore. 
cast with great certainty what lies ahead 
for an enterprise. A more stable economy 
of some future period may make the ac 
countant’s estimates much more reliable, 
It is significant that the concept of realiza- 
tion presented here is sufficiently broad to 
include any of these changes should they 
come about. It is an extremely flexible 
concept, adaptable to the times. 
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TAX-FREE STOCK DIVIDENDS AND THE NEW 
MODEL INCOME STATEMENT FOR GERMAN 


CORPORATIONS 


R. J. Nrzxus 


ucH has been written—both in 
M Germany and abroad—about the 

Model Income Statement which 
was introduced by the corporation law 
(Aktiengesetz) in 1937. While this bill was 
still in committee discussion, the Ministry 
of Law gave in to strong protests from the 
German industry that any disclosure of 
sales or cost of sales data would weaken 
the competitive position of German com- 
panies on national and international mar- 
kets. The first item to be disclosed on the 
revenue side of the old model statement 
was a gross profit figure. On the expense 
side, wages and salaries (in one figure), 
social contributions, depreciation and taxes 
on income and property were the more 
significant items that had to be disclosed. 
Further, interest income might be off-set 
against interest expenses. Last but not 
least, a reduction of so-called “‘free re- 
serves,” i.e., earned surplus in excess of the 
legal reserve (the latter reserve must 
amount to at least 10% of the stated 
capital) need not be set out separately but 
may be included in the “catch all” ac- 


| count of extraordinary gains. 


It is quite obvious from the foregoing 
that the former German Model Income 
Statement did not meet American stand- 
ards of disclosure. 


Although the more conservative circles 
of German industry had won a major 
victory in 1937, the advocates of a full- 
disclosure income statement never were 
silent. After the war the advantages and 
disadvantages of full-disclosure were hotly 
debated again when the Federal Govern- 
ment and the Parliament devised means 
to give more rights to the individual share- 
holders, who under the present law are all 
but unprotected. 

The Federal Ministry of Law in the 
meantime had worked out a reform bill, 
commonly known as the “Great Corpora- 
tion Law Reform’—“great” because of 
the sweeping change this bill, if enacted, 
will bring to German corporation law. The 
Ministry invited comments on this bill 
from various interested groups, such as the 
German Institute of Certified Public Ac- 
countants, German Bankers’ Association, 
Shareholders’ Associations, Chambers of 
Commerce, etc. In this connection, it is 
worth mentioning that the German Insti- 
tute of Certified Public Accountants had 
prepared of its own a proposal for a re- 
form of the model financial statements. 
This proposal was published on the occa- 
sion of its 25th anniversary in 1957. The 
new model income statement as envisaged 
by the Institute provided for a full-dis- 


FORMER GERMAN MODEL INCOME STATEMENT 
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Wages and salaries 
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closure of net sales—a truly revolutionary 
proposal in Germany—and it is worthy of 
note that the revised law, which will be 
discussed below, has implemented this 
suggestion. 


TAX EXEMPTION OF STOCK DIVIDENDS 


The fires under the debate over the new 
model financial statements were rekindled, 
but all parties concerned feared that the 
draft would sooner or later be buried in 
the parliamentary committees. At this 
moment the Federal Ministry devised a 
plan by which the adversaries to any re- 
form could be prevailed upon to agree at 
long last to a full-disclosure income state- 
ment. This was achieved by the so-called 
“Junktim” solution. One of the other 
prime issues hotly debated in Germany 
was the question whether the Federal 
Ministry of Finance was justified in treat- 
ing stock dividends as taxable income to 
the shareholders. Not only was the Ger- 
man practice in this respect different from 
that of most other countries, but due to a 
high tax burden, it also proved to be a great 
obstacle to any distribution of dividends. 
The Ministries made a proposal to the Ger- 
man industry: Stock dividends will be left 
tax-free in Germany in the future if they 
would give assent to the “Reform Model 
Income Statement.” After a compromise 
had been reached concerning closely-held 
and family corporations, the plan of the 
Ministries of Finance and Law was ac- 
cepted. The full-disclosure requirements 
will not have to be observed by closely- 
held corporations, provided their shares 
are not listed at the Stock Exchange and 
further provided that their total assets, as 
shown by the latest balance sheet do not 
exceed DM 3 million. As to so-called 
“family corporations” (i.e., corporations 
all shares of which are held by members 
of one family group), these may continue 
to hide their sales if their total assets do 
not exceed DM 10 million. 
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With these relatively unimportant ex. 
ceptions, all corporations have to observe 
the requirements of the new Model Income 
Statement for the first time for the fiscal 
year ending December 31, 1960, and for al] 
subsequent years. 


CONTENTS OF THE NEW INCOM 
STATEMENT 


The minimum contents of the new 
Model Income Statement are set forth 
below. The numbers preceding each section 
have been taken from the official text of 
the new law. 


(1) Net sales 
Add: (2) Increase (deduct: decrease) in in- 
ventories of work in process and 
finished goods 
(3) Value of self-constructed assets 
(4) Value of production 
Less: (5) Consumption of raw materials and 
supplies, cost of equivalent serv- 
ices and purchased merchandise 
(6) Gross profit 
(7) Income from a pooling agreement 
(8) Income on investments in affiliated com- 
panies 
(9) Dividends on securities and interest on long- 
term bonds 
(10) Other interest income and similar 
(11) Revenue from sale of fixed assets and income 
from appreciation of fixed assets 
(12) Valuation reserves—restored to income 
(13) Accruals no longer required—restored to in- 
come 
(14) Miscellaneous income 
(15) Income from a pooling agreement 
Less: (16) Salaries and wages 
(17) Compulsory social services 
(18) Voluntary social services 
(19) Depreciation on tangible fixed 
assets 
(20) Depreciation on intangible fixed 
assets 


(21) Write-down of current assets [ 


and/or provision for reserve 
against current assets 

(22) Losses on retirement of fixed 
assets 

(23) Interest expense and similar 

(24) Taxes: 
(a) Taxes on income and pru?- 

erty 
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(b) Miscellaneous other taxes 
(25) Capital levy tax 
(26) Loss from a pooling agreement 
(27) Other expenses 
(28) Transfer of profit under a pool- 
ing agreement 
(29) Income for the year 
(30) Profit (loss) carry-over 
(31) Liquidation of reserves: 
(a) Legal 
(b) Free reserves 
(32) Provision for reserves 
(a) Legal 
(b) Free reserves 
(33) Income (loss) for the year 


FORM OF THE NEW MODEL INCOME 
STATEMENT 


The new Model Income Statement may 
be prepared either in the conventional 
German account form with all income 
items on one side and all expense items on 
the other or, alternatively, in the state- 
ment form (see above) which is customary 
in the United States. The German Insti- 
tute had suggested that only the state- 
ment form be used, but for some reason 
the Parliament felt it had to leave corpora- 
tions the alternative to also use the con- 
ventional German account form. 

If the above mentioned “reform bill” 
should become law, only the statement 
form would be permissible in future. 


MAJOR FEATURES OF THE NEW LAW 


It seems to be pertinent to discuss 
briefly the most prominent features of the 
new law and to compare it with the appli- 
cable reporting practices in the United 
States. 


Disclosure of Net Sales (Line 1) 


It is generally felt in Germany that by 
making the disclosure of net sales manda- 
tory at long last, the new Model Income 
Statement elevates German reporting 
methods to an internationally accepted 
standard, and in this respect brings it to a 
par with the American reporting canon. 
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Absence of Cost of Sales and Profit from 
Operations Figures 

As may be seen from the above, the new 
Model Income Statement actually is a 
“one-step income statement’ in that it 
lists all income items first and then all 
expense items. In connection with the re- 
form bill it was discussed in Germany 
whether corporations should be forced to 
show cost of sales clearly so that a profit 
from operations would evolve. It was 
generally felt, however, that while it would 
have been easy to decree that cost of sales 
should be disclosed, the disclosure of just 
one cost of sales figure would not have 
been too informative. On the other hand, 
a breakdown of this cost of sales figure into 
the components customary, for instance, 
in the United States, namely manufactur- 
ing, general and administrative, and sell- 
ing, would have meant an almost insoluble 
task for the legislator who would have had 
to define in the law what costs fall into 
each of these categories. It would have 
further meant that the Government would 
have to prescribe—to some degree at least 
—the internal accounting system of a firm. 
In addition to the unsurmountable diffi- 
culties in such an undertaking, everybody 
in Germany is tired of the Government 
interfering with the internal affairs of a 
company. 

It is a further consequence of this struc- 
ture, that no figure for profit from opera- 
tions can be shown on the income state- 
ment. 

It might be argued that these two items, 
“cost of sales’ and “profit from opera- 
tions,” are most important for an evalua- 
tion of a business and its financial results 
of a given period. They reflect the account- 
ing of the management to shareholders, 
and a future investor when appraising a 
business always would compare the figures 
for the last years. The conventional Ameri- 
can income statement almost always seems 
to disclose these figures—at least it regu- 


new 
orth 
tion 
t of 
in in- 
; and 
ets 
sand 
serv- 
lise 
com- 
long- 
come 
to in- 

| 

| 


262 


larly contains a profit from operations 
figure. It would appear that in this respect 
the American income statement is superior 
to the German counterpart. 

Defending the German income state- 
ment, however, the following may be said: 

(1) To judge from American accounting 
literature of recent years available here in 
Germany there is disagreement among ac- 
countants as to whether items of an extra- 
ordinary nature should be included in cost 
of sales, in other expenses, or whether they 
should be charged to earned surplus. 

The same may be said of Germany. 
Therefore, the Parliament, being fully 
aware of this uncertainty and, after having 
listened to representatives of the account- 
ing profession, decided the new German 
income statement should be based as in 
the past on income and expense items clas- 
sified by their nature as disbursements and 
receipts instead of divisional functions as 
is the case with the American statement 
of income. 

(2) Certainly, also the German Govern- 
ment and Parliament knew of the impor- 
tance the cost of sales and profit from 
operations figures have for the public and 
for a prospective investor. Therefore, the 
breakdown of the expense and income 
items on the new Model Income Statement 
has been made so detailed as to enable an 
expert reader, if he goes about it rather 
conservatively, to compute the profit from 
operations on his own. To this end, interest 
income and expense items, losses and gains 
from sales of fixed assets, income from 
investment, from a pooling agreement, 
etc., and other income and expenses would 
have to be eliminated. The balance of the 
remaining items on the income statement 
would represent a rather conservatively 
calculated profit from operations. 


Disclosure of Value of Production 
(Leistung) (Line 4) 


Whereas on the American income state- 
ment the balance of net sales after deduc- 


The Accounting Review 


tion of cost of sales—either in one figure 
or broken down into its major divisional 
components—leads to the equally impor- 
tant profit from operations, the structure 
of the German income statement allows 
the disclosure of another figure which, it 
is felt, bears at least as great significance, 
namely the “‘value of production” (Leis. 
tung). As may be seen from the above 
tabulation, calculation of this figure is 
made possible because changes in inven- 
tories of work in process or finished goods 
are not included in cost of sales, as is cus- 
tomary in the U. S. type income statement, 
but are deducted (if a decrease) from prior 
year’s figures or added back (if an increase) 
to net sales. 

The value of goods manufactured by 
the company and used for its own purpose 
—for instance the value of fixed assets 
constructed by the company for its own 
use or, in case of a service company, the 
value of service put to its own use, must 
be treated similarly. All this added back 
to net sales represents the value created 


by the Company during the period under | 


report. Whereas the writer does not know 
of a similar arrangement on published 
statements in the United States, it has al- 
ways been felt in Germany that the dis- 
closure of the ‘‘value of production”’ should 
be one of the main objects of reporting to 
stockholders. This figure actually is more 
revealing and telling than the disclosure 
of cost of sales and net sales. The under- 
lying concept according to the German 
way of thinking is that a company repre- 
sents a combination of production factors 
and as a productive unit must be held ac- 
countable for these means. Therefore, it 
is felt that while the disclosure of net sales 


may give an indication of its position on | 


the market, the figure “‘value of produc: 
tion’? (Leistung) shows whether or not 
management has been successful in apply- 
ing the production factors placed at its 
disposal towards a profitable end. 
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both countries in this respect, I would 
dearly say that the German statement 
deserves preference. 


Income from a Pooling Agreement 
(Lines 7, 15, 26, 28) 


This figure is of great importance in 
Germany because under German commer- 
cial and tax laws any two companies may 
pool their profits and, provided certain 
prerequisites have been met, may be 
treated as a unity (Organschaft) although 
they still retain their legal autonomy. 
Under the former law the income state- 
ment of the subordinated company under 
the pooling agreement did not have to 
show a profit or loss at all, because this was 
buried in the profit figure. Similarly, the 
parent company did not have to disclose 
any income from a subsidiary company 
under a pooling agreement as it would 
have deducted a loss absorbed from its 
subsidiary from its own gross profit figure. 
In this connection, both the commercial 
and the tax laws greatly contributed to the 
reconcentration of German industry after 
World War II. 

There is quite a trend nowadays in 
Germany to acquire the majority of shares 
of another company and then to conclude a 
so-called “‘tax-unity agreement” (Organ- 
schaftsvertrag) with the consequence that 
the controlled company has to transfer all 
its profits to the controlling company. To 
judge from the protests this new caption 
drew from the German business world, 
clearly Line 7 of the new Model Income 
Statement will be one both informative 
and interesting—and not only for the 
German reader. 

Should a holding company under a 


) pooling agreement have to absorb a loss, it 
» would have to disclose it on Line 26, “oss 
» from a pooling agreement.” A company 
| taking over a profit from one controlled 
» company and a loss from another would 


not be allowed to off-set the profit against 


| the loss and to show the excess of either on 
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Line 15 or on Line 28, but would have to 
show both profit and loss separately. 

Similarly, the controlled company would 
have to disclose on Line 28 the transfer of 
profit under a pooling agreement while the 
amount due from the controlling company 
in case of a loss of the subsidiary company 
would have to be shown on Line 15. 

It is generally felt that the disclosure of 
the transfers under a pooling agreement, 
which so far were hidden from the public, is 
a major achievement of German reporting. 
It is generally recognized that companies 
may be so organized that they merely 
represent a division of another company, 
although legally both retain their au- 
tonomy. 

While the Government does not and 
cannot prevent or prohibit this combina- 
tion, it is felt that the public has a right to 
be fully informed about the financial 
results of such a constructive merger. 


Taxes (Line 24) 
(a) Taxes on Income and Property 
(b) Miscellaneous Other Taxes 


It has always been customary in Ger- 
many to show in the income statement 
taxes on income together with taxes on 
property. There was a strong faction which 
advocated the separation of taxes on in- 
come from other taxes, as is the practice in 
the United States. This would have en- 
abled the reader of the balance sheet to 
determine the approximate taxable income 
for the particular year. Such a separation 
really would have been a big step in the 
direction of full-disclosure, because under 
the German commercial law, taxable 
income is not necessarily identical with the 
income disclosed in the income statement. 
It may even be stated that with almost all 
corporations, there is a fairly big difference 
between the income report to shareholders 
and that reported to the treasury. This is 
due to the fact that undervaluation of 
assets, for instance, is still allowed under 
German commercial law although it is 
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strongly frowned upon by the accounting 
profession. The German Supreme Court 
has ruled only that if an undervaluation is 
absolutely “‘arbitrary” the balance sheet is 
null and void, in which case the accountant 
has to issue a disclaimer thereon. 

As may be seen from the foregoing, how- 
ever, the Parliament did not acquiesce to 
the request of certain groups which de- 
manded a separate disclosure of taxes on 
income. In this respect, the situation has 
not changed from the former model income 
statement. Taxes on income and on prop- 
erty may further be shown in one figure so 
the calculation of taxable income reported 
to the treasury will still not be possible. 

It seems to me that in this respect also 
the conventional American income state- 
ment is superior to the German statement, 
as it affords a true and fair view of income 
taxes paid by a company. 


Interest Income and Expense 
(Lines 9, 10, 23) 


Another major feature of the new 
German income statement is that it allows 
a deep view into the financial ties of a 
company. Whereas it has always been 
compulsory in Germany to show the excess 
of interest paid over interest earned (or 
vice versa) on a separate line on the income 
statement, it has now been decreed that a 
set-off is no longer permissible, and that in 
addition interest on long-term bonds shall 
be shown together with dividends from 
securities. In other words, the revenue 
from investments is to be shown on one line 
(9) and interest income on bank deposits 
and short-term loans, etc. on a second line 
(10), and interest expense separately there- 
from on Line 23. 

The new law clearly decides a contro- 
versial issue debated among German 
accountants intermittently over the past 
twenty years: Whether discounts paid 
represent interest expense or a reduction 


The Accounting Review 


from net sales. Under the new law, dis- 
counts paid represent a deduction from net 
sales and, therefore, must be included in 
Line 23 as a deduction. 

It would appear that under the standard 
American accounting practice interest 
income and expense are included under 
other income and expense. A separate 
disclosure seems to be made only if the 
amounts involved are material whereas 
such a disclosure must be made on the 
German income statement in any event. 

A differentiation between regular inter- 
est income and interest earned on long- 
term bonds, in future a standard feature of 
the German income statement, must be 
made in the United States only on state- 
ments to be filed with the SEC—and here 
again only if the amounts are material. 


SUMMARY 


As a whole, the new Model Income 
Statement represents a giant step forward 
in the direction of full disclosure. Although 
its basic structure is entirely different from 
that of the conventional American income 
statement, the information to be gained by 
it is equally informative. The disclosure of 
net sales, of the value of production, and of 
profit or loss from pooling agreements truly 
represents a climax in the history of Ger- 
man financial reporting. 

In conclusion it may be noted that the 
new Model Income Statement is manda- 
tory only for stock corporations of which 
there are about 2,500 in Germany today, 
while about 25,000 ‘“Gesellschaften mit 
beschrinkter Haftung” (roughly: closely 
held corporations) are still free to use the 
form they see fit. Nevertheless, the new 
Model Income Statement is regarded as 
the codification of good accounting princi- 
ples, and as was the case with the former 
income statement, it will certainly be 
adapted also by many of the other com- 
panies. 
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INCOME TAXES AND INCOME TAX ALLOCATION 
UNDER THE ENTITY CONCEPT 


Davip H. Li 
Associate Professor, Orange County State College 


taxes and the related topic of inter- 

period allocation of income taxes 
have received considerable attention. 
Though many articles have been written,! 
these problems do not seem to have been 
resolved. A discussion of these problems 
under the entity concept is the purpose of 
this paper. 


I: RECENT years, the nature of income 


CORPORATE INCOME TAXES AS 
A DISTRIBUTION OF INCOME 


Corporate income taxes under the entity 

concept are commonly viewed as a distri- 
bution of income. The following statement, 
by a Committee of the American Account- 
ing Association, is a representative expres- 
sion of this view. 
“The realized net income of an enterprise meas- 
ures its effectiveness as an operating unit and is 
the change in its net assets arising out of (a) the 
excess or deficiency of revenue compared with 
related expired costs and (b) other gains or losses 
to the enterprise from sales, exchanges, or other 
conversions of assets. Interest charges, income 
taxes, and true profit-sharing distributions are 
not determinants of enterprise net income.’” 


Why are income taxes not a determinant 
of enterprise net income? A statement by 
Hill, a member of the AAA Committee, 
sheds some light. “A dollar of corporate 
income tax differs from a dollar of corpo- 
rate wages,” he contended, “in that the 
former is paid only if period revenues exceed 
period costs. In this respect, the tax dollar is 
suspiciously like the dividend dollar.’ 
This reasoning implies that the criterion 
for determining cost is its form (the man- 
ner of calculation) rather than its sub- 
stance; this is not convincing. 

Hendriksen speculated that the AAA 


statement may be influenced by “the 
assumption ... that the incidence of the 
tax is on the stockholders and therefore it 
is a kind of withholding tax paid to the 
government for the stockholders.’’* Equat- 
ing the stockholders’ viewpoint to the 
entity’s is not consistent with the concept 
that an entity is a separate and distinct 
unit. The AAA position, if indeed based on 
this assumption, is weak. 


CORPORATE INCOME TAXES AS A COST 


If the arguments in favor of treating 
income taxes as a distribution of income 
are weak, can the position that income 
taxes are a cost be supported? In an im- 
portant case’ in which the constitutionality 
of the Corporate Tax Law of 1909 was 
upheld, Mr. Justice Day, in delivering the 
opinion of the court, advanced the follow- 
ing reasons. 


“Tt is a tax upon the doing of business with the 
advantages which inhere in the peculiarities of 
corporate or joint stock organizations.... In 


1 The following is a list of representative articles, 
arranged in a chronological order: Maurice Moonitz, 
“Income Taxes in Financial Statements,’’ THe Ac- 
COUNTING Review, April, 1957, pp. 175-183; Hans J. 
Shield, “Allocation of Income Taxes,” The Journal of 
Accountancy, April, 1957, pp. 53-60; Thomas M. Hill, 
“Some Arguments Against the Inter-Period Allocation 
of Income Taxes,’”’ THE AccouNTING RerviEw, July, 
1957, pp. 357-361; Sidney Davidson, ‘Accelerated De- 
preciation and Allocation of Income Taxes,” THE Ac- 
COUNTING Review, April, 1958, pp. 173-180; Ralph S. 
Johns, “Allocation of Income Taxes,” The Journal of 
Accountancy, September, 1958, pp. 41-50; and Willard 

. Graham, “Income Tax Allocation,’’ THE AccouNT- 
ING REviEw, January, 1959, pp. 14-27. 

2 American Accounting Association, Accounting and 
Reporting Standards for Corporate Financial Statements 
and Preceding Statements and Supplements (Columbus, 
Ohio: American Accounting Association, 1957), p. 5. 

3 Hill, op. cit., p. 357. 

4 Eldon S. Hendriksen, “The Treatment of Income 
Taxes by the 1957 AAA Statement,” THE UNTING 
Review, April, 1958; pp. 216-221. 

5 Flint v. Stone Tracy Co., 220 U.S, 107 (1911). 
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other words, the tax is imposed upon the doing 
of business of the character described, and the 
measure of the tax is to be the income. .. . 

. .. the requirement to pay such taxes involves 
the exercise of privileges, and the element of 
absolute and unavoidable demand is lacking. If 
business is not done in the manner prescribed in 
the statute, no tax is payable.’””* 


These dicta emphasized the points that 
income taxes are taxes imposed upon a 
corporation (1) because it is a separate 
entity and (2) because it enjoys the privi- 
leges and advantages of being a separate 
entity. These reasons, it seems to this 
writer, are in harmony with the entity 
concept. Income taxes, in other words, are 
directed towards a corporation. Levying of 
income taxes is not concerned with whom 
the beneficiaries of a corporation are, or 
with the incidence of such taxes. It is a 
levy against a corporation; it is a cost to be 
considered in corporate administration. 

That using corporate net income as the 
basis for such taxes is incidental was also 
brought out by Mr. Justice Day. He said, 

“Tt is contended that measurement of the tax 
by the net income of the corporation or company 
received by it from all sources is not only un- 
equal, but so arbitrary and baseless as to fall 
outside of the authority of the taxing power. But 
is it so? ... the tax must be measured by some 
standard, and none can be chosen which will 


operate with absolute justice and equality upon 
all corporations. ... 


In the light of the above discussion, the 
following interpretation of the nature of 
income taxes seems reasonable. Said 
Hendriksen, 


‘ 


‘ ... the income tax (like a franchise tax) is as- 
sociated with the right to conduct a profitable 
corporation in a favorable economic climate. This 
is certainly a valuable consideration. The fact 
that the price of this right (the amount of the 
tax) varies from corporation to corporation does 
not affect its basic classification in the statements. 
This classification is independent of the method 
of calculation. If the amount of the tax were de- 
termined by the last two digits of the firm’s 
telephone number, most accountants ‘would not 
deny its place among expenses.”’®® 
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INCOME TAXES AS A COST 
AND COST ALLOCATION 


Income taxes, then, are here considered 
as a cost. It does not necessarily follow, 
however, that income taxes are a cost that 
is subject to allocation. The following 
pronouncement, by a Committee of the 
American Institute of Certified Public 
Accountants, therefore, must be further 
analysed. It said: 

“Tncome taxes are an expense that should be 
allocated, when necessary and practicable, to 


income and other accounts, as other expenses are 
allocated.’”” 


Why must income taxes be allocated as 
other expenses are allocated? Graham, a 
member of the AICPA Committee, sup- 
plied the following argument: 


“In my opinon, the most convincing case for 
y 


income tax allocation rests upon its proper match- | 


ing of expense with revenue, the allocation of in- 
come tax expense among periods in relation to the 
reported net income rather than the taxable in- 
come.” 


The above statement suggests that 
proper matching necessitates not only the 


matching between revenue and expense, but | 


also the matching of revenue and expense 
in relation to income. Can this view be 
supported? 

In an extensive discussion on the con- 


6 Tbid., pp. 145-146, 151-152. 

7 Tbid., p. 166. 

8 Hendricksen, op. cit., p. 217. 

® Many leading writers seem to agree with this inter- 
pretation; see, for example, Moonitz, op. cit., Johns, 
op. cit., and Graham, op. cit. For other views that argue 
differently but reach the conclusion that income taxts 
are a cost, see, for example, Stephen Gilman, Accounting 
Concepts of Profit 


(New York: The Ronald Press, 1939), | 


pp. 314-315; and William A. Paton and William A | 
Paton, Jr., Corporation Accounts and Statements (New | 


York: The Macmillan Company, 1955), pp. 374-375. 
10 American Institute o 


and Revision of Accounting Research Bulletins (New © 


York: American Institute of Accountants, 1953), p. 88. 

4 Willard J. Graham, “Allocation of Income Taxes, 
The Journal of Accountancy, January, 1959, pp. 57-6. 
Professor Graham has been a member of the AICPA 
Committee on Accounting Procedure since 1956; 3 
such, it is not to be construed that he is responsible for 
the statement quoted immediately above. 
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Income Taz Allocation 


cept of matching of expense and revenue, 
Littleton commented: 

“If the expense of a period is easiest to deter- 
mine objectively, the related and applicable 
revenue will be matched to the expense; if the 
period’s revenue is easiest to determine objective- 
ly, the related and applicable expense will be 
matched to the revenue. The clue to matching 
expense and revenue in the income statement may 
therefore come from either factor.” 


A proper matching, in other words, is the 
result of matching either revenue to ex- 
pense or expense to revenue. No considera- 
tion, it seems, need be given to the match- 
ing of expense and revenue in relation to 
income for two reasons: first, net income 
calculation is the byproduct of the match- 
ing process; second, if the matching is 
proper, net income calculation cannot be in 
error. Indeed, giving consideration to items 
other than revenue and expense in the 
matching process may result in mismatch- 
ing. As Littleton cautioned: 

“.,. the matching must be of elements that are 
relevant to each other, otherwise the association 
is one of some degree of ‘misclassification’ and 


therefore likely to contain the seeds of misrep- 
resentation.’* 


If revenue is the result of permitting a 
corporation to conduct business as a 
separate entity, and if the cost of enjoying 
these privileges and advantages is deter- 
mined in a manner acceptable to or pre- 
scribed by the tax authorities, it follows 
that reporting income taxes as they are 
cannot result in mismatching. To argue 
that income tax allocation will improve the 
matching of expense with revenue, in other 
words, is unsupportable. 


INCOME TAX ALLOCATION AND INCOME 
STATEMENT PRESENTATION 


Another important argument in support 
of allocation of income taxes is that, 


‘fin] situations in which the declining-balance 
method [of calculating depreciation] is adopted 
for income tax purposes but other appropriate 
methods are used for financial accounting pur- 
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poses . . . accounting recognition should be given 
to deferred income taxes if the amount thereof are 
material... [so as] to avoid income distor- 


Though it is correct to state that re- 
ported net income will be adversely af- 
fected as depreciation for tax purposes 
decreases and as income taxes increase, it 
does not follow that this will result in 
income distortion. Furthermore, the as- 
sumption that other things will be equal, 
implicit in this argument, is not warranted. 

The argument assumes that using 
decreasing-charge methods in calculating 
tax depreciation merely defers income taxes 
rather than reduces income taxes. This, it 
seems, is not in harmony with the spirit of 
the Internal Revenue Code nor is it 
management-oriented. 

Inspired by the wage dollar versus in- 
come tax dollar analogy,” this writer offers 
the following. Suppose a corporation signs 
a five-year labor contract in which auto- 
matic wage increases are stipulated for 
each of the four years following the year of 
signing. What is the amount of labor cost 
for the first year for income statement 
purposes? Should it be determined on the 
basis of the wage rate in effect in the first 
year? Or should it be on the basis of the 
average wage rate for the five-year period? 

If the management does nothing, other 
things being equal, the reported net income 
for subsequent years will drop, assuming 
the wage rate in effect in each year is the 
basis for computing labor cost. Will this 
result in income distortion? Shouldn’t 
inter-period wage allocation be applied 
through using the average wage rate? 


3A. C. Littleton, Structure of Accounting Theory 
sar as American Accounting Association, 1953), 


p. 68. 

13 bid. 

4 American Institute of Certified Public Account- 
ants, Declining-Balance Depreciation, Accounting Re- 
search Bulletin No. 44 Revised (New York: American 
Institute of Certified Public Accountants, 1958), 6 pages. 
wae op. cit., pp. 175-176; Hill, op. cit., pp. 


| 
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Most accountants would probably hesi- 
tate to endorse this. Why? In addition to 
the argument of mismatching, discussed in 
the preceding section, there seems to be 
another reason. The five-year labor con- 
tract provides a test of managerial skill and 
offers an inducement to managerial innova- 
tion. If the management does nothing, it 
suggests that the management is unable to 
adapt to the new environment, that it has 
become less efficient. This is revealed 
through the income statement only when 
inter-period wage allocation is not applied 
—and no one would consider such income 
reporting as distorting. 

The same argument may be applied to 
income taxes. Income taxes, as a cost, are 
subject to managerial control and reduc- 
tion as other costs are. From manage- 
ment’s standpoint, an effective way to 
reduce income taxes is through a continual 
program of plant modernization. So long as 
it follows such a program, the amount of 
income tax cost will be and should be low. 
If and when it abandons such a program, 
the amount of taxes will be and should be 
high. The amount of income taxes, in other 
words, is a reflection of management’s 
effectiveness in controlling income taxes as 
a cost. To report income taxes as they are 
without inter-period allocation, for this 
reason, cannot result in income distortion. 

Furthermore, “one of the reasons for the 
declining-balance provision in the Revenue 
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Code of 1954 was to encourage investment 
in new productive facilities.’"* The posi- 
tion taken here, in encouraging the man- 
agement to follow a program of continual 
plant modernization, is consistent with 
this objective. The argument in favor of 
inter-period tax allocation, on the assump- 
tion that other things will be equal, is not. 


CONCLUSION 


Corporate income taxes are taxes im- 
posed upon a corporation in return for the 
right to conduct its business as a separate 
entity. They are imposed without consid- 
ering who the beneficiaries of a corporation 
are or upon whom the incidence of such 
taxes falls. Income taxes under the entity 
concept are a cost, a cost of being a sepa- 
rate entity. 

Asa cost, matching income taxes as they 
are with revenue is consistent with the 
purpose of levying such taxes. It cannot 
result in mismatching. Furthermore, re- 
porting income taxes as they are in the 
income statement shows the extent to 
which the management has exercised con- 
trol in reducing income taxes as a cost. 
Inter-period income tax allocation, in other 
words, cannot improve the matching 
process, nor can it improve the usefulness 
of the income statement. 


16 Editorial, “Accounting Research Bulletin 44 Re- 
vised,” The Journal of Accountancy, August, 1958, 
pp. 25-26. 
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PROFESSIONAL PRACTICE IN 
ENGLAND AND AMERICA 


CHARLES LAWRENCE 
Michigan State University 
AND 
Bryon F. E. BEDWELL 
Chartered Accountant, Rio de Janeiro, Brazil 


national commerce, professional pub- 

lic accountants of each nation are 
continually increasing their contacts with 
accountants of other countries. In the in- 
terests of world wide financial communica- 
tion, it is desirable that the conventions 
and behavioral standards of each segment 
of this world-wide accountancy profession 
be as clearly understood as possible. One of 
the distinguishing marks of a profession is 
the concept of ethical practice subscribed 
to by its members. The two countries 
whose public accountants subscribe to the 
most similar concepts of ethical practice 
are England and the United States. It 
would seem, therefore, that the starting 
point for encouraging international ac- 
counting understanding would be the com- 
parison of English and American concepts 
of ethical practice using as examples those 
standards supported by the American In- 
stitute of Certified Public Accountants! 
and the Institute of Chartered Account- 
ants in England and Wales.” (Other pro- 
fessional accounting bodies in these coun- 
tries have approximately the same stand- 
ards of ethical conduct.) 

Although it seems axiomatic that eth- 
ical practitioners should not need written 
guides to conduct, almost every organized 
group commits to writing some ideas of ac- 
ceptable and forbidden conduct. Though 
in England there is no complete formal list 
of rules of conduct as such, four funda- 
mental rules were established in the Royal 
Charter of 1880 (revised to five in 1948). 


I’ THE present era of expanding inter- 


A further clause in the charter refers to 
“any act or default discreditable to a 
public accountant or a member of the 
Institute.” The fact that no description is 
given of an act that would be considered 
“discreditable” is probably the keystone 
in the English concept of ethical conduct; 
however, from time to time statements are 
issued by the Council of the Institute to 
give guidance to its members in special 
situations. In the United States, ethical 
conduct is shaped by by-laws, rules of 
conduct, and opinions emanating from the 
ethics committee of the AICPA. 


Similarities of Practice 

The American accountant finds in the 
English fabric of ethical conduct much 
that is identical to his own concept. Both 
accounting groups restrict the practice in 
the member’s name to members of the 
institute. Both restrict the use of the in- 
stitute’s name to firms composed only of 
their members. Both require that the 
member, even when not practicing as a 
public accountant, follow the guidance 
rules laid down by his accounting institute. 
Both groups have the same prohibitions as 
to advertising and consider unethical such 
things as special listings in directories, 
soliciting of clients, and advertising. In 

1 By Laws—Rules of Professional Conduct—Num- 
bered Opinions of Committee on Professional Ethics— 
1959, AICPA, 270 Madison Avecue, New York, New 
vet he Royal Charter of the Institute of Chartered Ac- 
countants in England and W ales of 1880, Revised Charter, 


and Statements of the Council of the Institute of Chartered 
Accountants in England and Wales. 
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both countries the pursuit of occupations 
deemed incompatible with that of a public 
accountant is prohibited. 

In one aspect the English practice is 
more liberal than that in the United 
States. In the matter of fee splitting, ac- 
countants of both countries may ethi- 
cally split fees with other professional ac- 
countants. However, the English account- 
ant may ethically split fees with any person 
provided the client gives his permission. This 
is contrary to the American rule which 
prohibits any division of fees with the laity 
(ultimately to be defined in the United 
States as other than certified public ac- 
countants). 

On the other hand, the English practice 
is more rigid than the American practice 
in the following respect. The English ac- 
countant may describe himself only as a 
chartered accountant; the term should 
stand alone. 

“Tt is comprehensive in its meaning and is now 
well understood as covering all branches of work 
entrusted to members. Any addition to it is apt 
to depreciate its character and value, and to draw 
special attention to details of qualifications and 
experience may appear to take a form of adver- 
tising.”” 

This concept has eliminated in England 
such designations as “auditors and ac- 
countants” and “tax experts” on letter- 
heads and calling cards. In the same vein, 
English accountants who are authors of 
accounting books are not allowed to indi- 
cate their firm’s name in their books, as it 
is considered to have the effect of adver- 
tising. This opinion is opposite to the 
American Institute’s which regards the 
addition of the firm name as valuable in- 
formation to ‘he reader who wishes to as- 
sess the qualifications of its author (Opin- 
ion 4). 


Dissimilarities of Practice 


There are several instances where in the 
same professional practice has been con- 


sidered by the two institutes, but for 
which opinions have diverged with regard 
to their propriety. One of the most inter- 
esting is that of contingent fees. In the 
American view this form of remuneration 
is only permissible in revenue cases where 
the findings are those of the tax authori- 
ties. The English have two guides to such 
fees. The first is that regarding revenue 
practice: 

“Tt is highly undesirable in Revenue cases that 
members of the institute should undertake work 
on the basis either that they should be remuner- 
ated by a percentage of the amount received or 


that no remuneration should be received if no re- 
covery results.’ 


Such an act would be considered discredit- 
able conduct in England. A second admo- 
nition is that it is undesirable to have ac- 
countants, while acting as financial ad- 
visors, remunerated on the basis of a per- 
centage of profits of the company. 

The American concept regarding the 
prohibition on the practice of public ac- 
countancy as a corporate body is not 
identically interpreted in England. There, 
company law prohibits a corporate body 
only from acting as an auditor, liquidator, 
or receiver. However, the practical diffi- 
culties to be overcome are considerable 
since the firm could not accept articled 
clerks nor call itself by the name of its 
chartered accountants. 

The balance of English professional 
ethics is made up of more detailed types 
of rules. One has to do with the undesir- 
ability of issuing facsimile form certificates 
of net sales on members headed paper. This 
caution is based on a fear that the wide- 
spread circulation of this headed certifi- 
cate would constitute a form of advertis- 
ing. The second rule is a minor one which 
specifically details items which can ethi- 
cally be submitted to a newspaper by an 
accountant containing his name and quali- 


> Council Statement, 16 January 1923. 
* Council Statement, 1935. 
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fication (such as advertisements for staff 
or sale of property when he is acting in a 
professional capacity as a trustee). 

The area of discreditable acts in regard 
to the formation of opinions (Rules 5 and 
6) is considered in a different fashion in 
England. In general these items have sub- 
stantial orientation towards the existing 
legislation. The English Institute makes 
reference to expulsion of a member for 
discreditable conduct in its charter. Addi- 
tional guides to acceptable conduct are 
found (1) in the ordinary law of contract 
(as also is the case in America)® and (2) 
in the English Companies Act of 1948 
which specifies that criminal liability is 
incurred in making false statements in 
auditors reports or certificates. No suc- 
cinct statements similar to either Rule 5 or 
6 have been formulated as part of the 
ethical guidance of English accountants. 

The American guide details more items 
considered unethical practice than does 
its English counterpart. Rules concerning 
the encroachment on another’s staff (Rule 
8) or competitive bidding (Rule 14) would 
be covered by the general English provi- 
sion of an “‘act or default discreditable to 
a public accountant.” 

With regard to the expressing, qualify- 
ing, or denying an opinion (Rule 19; Opin- 
ion 8), the English practice is linked more 
closely to compliance with the law than 
to acceptable commercial practice (how- 
ever vaguely defined) as in America. The 
American opinion has its roots in such 
ideas as adherence to auditing standards, 
unimpeded freedom of audit scope, “‘ac- 
counting principles,” consistency, etc. 
Contravention of any of these basic ideas 
calls for some degree of qualification or 
denial of the opinion. In England, on the 
other hand, the standard opinion is com- 
posed and framed in relation to the re- 
quirements of the existing company law. 
Such an opinion basically encompasses 
such elements as unrestricted scope and 
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true and fair statements based upon ade- 
quate records. Thus exception in England 
is due to non-conformance with the law. 
It is to be noted, however, that several of 
the suggestions offered by the Council for 
amendment of the Companies Act of 
1948 have encompassed such ideas as a 
standard form of certificate and common 
standards of qualifications or denial under 
agreed upon circumstances. 

The general statements regarding main- 
taining confidence with respect to the 
client’s affairs (Rule 16; Opinion 3) are 
lacking in written form in England where 
the confidential relationship is practiced 
and assumed. 

Some typically American practices also 
have not been included in the English 
code, evidently because of lack of need. 
These include the prohibitions on esti- 
mates of earnings (Rule 12) and the dis- 
tribution of third party materials bearing 
the accountant’s name (Opinion 1). 

Both the English and American docu- 
ments have dealt with various aspects of 
management services. A comparison of 
the codes indicates that this sector does 
not loom as large in the public account- 
ancy profession in England today as it 
does in the United States. The only Eng- 
lish directive indicates that public ac- 
countants who wish to list themselves in 
management consultant’s directories may 
do so if they eliminate the designation of 
chartered accountant. This view is justi- 
fied by the feeling that the business of 
management consultancy is not equivalent 
to the professional practice of public ac- 
countancy. It also appears that in Eng- 
land special services have not become so 
diverse as to require an equivalent to the 
American rule (17) denying to staff mem- 
bers the practice of acts prohibited to 
their principals. Nor has the question of 


5 It is to be noted that in America the auditor may 
well be liable to third parties, whereas in England his 
liability extends only to the client. 
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statistical bureaus been raised (Opinion 
7). Finally, the English code has no rules 
regarding the ethical limit of extending 
referral services (Rule 18). The area of 
management services evidently has caused 
a considerable development in the Ameri- 
can code; lack of corresponding rules in 
the English code perhaps indicates the de- 
gree of this development by recognized 
public accountants in England. 

Finally, public practice in England has 

an entirely different approach to inde- 
pendence than the financial one incorpor- 
ated in the American rules (Rule 13). 
Section 161 (2) of the Companies Act 
1948 states that: 
“. . . None of the following persons shall be quali- 
fied for appointment as auditor® of a company: 
(a) an officer or servant of the company; (b) a 
person who is a partner of in the employment of 
an officer or servant of the company; (3) a body 
corporate.” “...A person shall also not be 
qualified for appointment as auditor of a company 
if he is, by virtue of the last foregoing subsection 
disqualified for appointment as auditor of any 
other holding company or a subsidiary of that 
holding company, or would be so disqualified if 
the body corporate were a company.” 


Structure of Profession Causes Difference 


It seems fitting to try to isolate reasons 
for some of the differences in the two 
guides to ethical conduct. One reason must 
be the more legalistic structure of the 
English profession. The English auditor, 
by law, is concerned with the conformance 
of the accounts to the existing law, and the 
agreement of the financial statements with 
these accounts (at least in the case of 
company examinations, which are most 
comparable to the audit examination in 
the United States). Consequently the 
English “opinion” is formed more by law 
and its use is not as subject to rules of 
conduct as in the United States. The same 
English law defines independence, thus 
giving legal guidance in another area cov- 
ered largely by conduct rules in the United 
States. The necessity for many of the 
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United States rules has been avoided by 
the legal base of the profession in England. 

Also in England, a strong legal link is 
forged between the accounting institutes 
and the right to render company audit 
opinions. The only persons generally 
qualified to audit companies are members 
of properly recognized accounting bodies. 
These same bodies also directly practice 
and enforce conduct standards, mainly 
through the social pressure of exemplary 
action and “proper conduct’’ required by 
these organized professional groups. On 
the other hand, though auditors in the 
United States now pass a uniform Ameri- 
can Institute of Certified Public Account- 
ants examination, they receive permission 
to practice from their individual state 
boards of accountancy. Many never af- 
filiate either with the American Institute 
of Certified Public Accountants or with 
their local state society. Thus many of 
these auditors never come into contact 
with the ethical requirements of these 
bodies. They are virtually immune from 
any social pressures to ethical conduct 
from professional accountants’ groups. 

As a result, whereas many ideas of con- 
duct included in the English charter con- 
cept of “conduct unbecoming a profes- 
sional accountant” are (1) unwritten 
and (2) ‘enforced’ by moral suasion, in 
the United States these same ideas are 
specified because of the difference in 
“social power to regulate’’ existent in the 
two countries. This difference in social 
power coupled with larger numbers of 
members and greater geographical dis- 
tances must account for the detailing of 
many more written rules in the United 
States. 


Scope of Profession Causes Differences 


A second reason for the difference in the 
codes is the divergence in viewpoints re- 


6 In all cases the auditor must be a member of a body 
of accountants recognized by the Companies Act 1948 
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Professional Practice in England and America 


garding the acceptable activities of pro- 
fessional accountants in the two countries. 
In the United States one impulse toward 
more rules of conduct originates with that 
segment of the profession which insists on 
formulating a strong tri-part profession 
consisting of auditing services, taxation 
services, and—more recently—other serv- 
ices to business management. The ex- 
ploration of the latter area serves to gen- 
erate additional rules. Rules limiting the 
acceptable services of employees (pre- 
sumably unnecessary in a solely auditing 
profession), warning of unwarranted ex- 
tension of referral engagements, and not- 
ing that members who “render other pro- 
fessional services” shall observe the rules 
of conduct of the Institute all find sub- 
stantial roots in the entrance of profes- 
sional accountants into new areas of serv- 
ice. In England the professional account- 
ants seem to have solved this problem in 
another manner. There, chartered ac- 
countants wishing to have themselves 
listed in management consultant director- 
ies may do so, but they are obliged to drop 
their professional accountant’s designa- 
tion. In practice, generally bodies other 
than the recognized auditing bodies have 
been the ones to specialize in the other 
business services. These differing view- 
points on the role of the professional ac- 
countant have been a major source of dif- 
ferences in content in the ethical conduct 
tules of the two countries. 


Conclusions 


Some further comments seem necessary 
regarding those common conduct situa- 
tions in which the two countries’ rules do 
not agree. Three situations warrant atten- 
tion. The first is the differing viewpoints 
held with regard to accepting tax engage- 
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ments on a contingent fee basis. The Eng- 
lish prohibition (such an act being con- 
sidered discreditable practice) lies in the 
more independer* ~*~“ taken by the 
English accor acters. He has 
a broad to render 
equity in tax mia...rs, which perhaps con- 
trasts with the more partisan view point 
of his American counterpart. The differing 
viewpoints regarding the disclosure of the 
accountant-author’s firm or organization 
on publications (prohibited in England 
save in accounting journals) seems a result 
of the ‘Madison Avenue” touch that has 
come to all American organizations. Au- 
thorship in America seems one of the ‘‘ac- 
cepted” means of firm or organizational 
advertising in this current age of prolifera- 
tion of educational materials both within 
and without the academic community. 
The English accountants have yet to suc- 
cumb to advertising’s mighty influence. 
Finally, the differing viewpoints with re- 
gard to payment of referral fees seems 
much more honest in Engiand. There 
they must be approved by the ultimate 
payer, the client; in the United States the 
rule only limits those eligible for participa- 
tion. 

Comparison of the ethical statements of 
the two countries’ institutes indicates that 
accountants working on an international 
basis should be careful to consider the re- 
quirements of their “foreign” co-workers. 
Though ethical rules are well established 
and accepted within national boundaries, 
international contacts involve account- 
ants with differing concepts of ethical con- 
duct. Harmony in these situations can be 
attained most successfully by thorough 
knowledge of the areas of difference com- 
bined with a tactful examination of the 
essence of the national rules involved. 
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THE THEORY OF TAX PLANNING 


H. HoFrMan, Jr. 
Assistant Professor, University of Texas 


VOLUMINOUS amount of information 
A has been written and published 

about the tax planning phase of the 
tax practitioner’s activities. Without sub- 
stantial exception these discourses have 
been related to specific and practical 
elements of the various segments of the tax 
field. This is perhaps as it should be, for the 
practitioner demands and is entitled to find 
in his professional literature the type of 
materials that will conserve his client’s 
assets in terms of actual dollars-and-cents 
tax savings. He must be forced daily to 
justify his existency by adaptations geared 
to the realities of a particular client’s 
situation. 

In this tremendous maze of intricate 
detail and technical format one wonders if 
some room for the impractical exists. In 
short, can any generalizations be arrived 
at which would crystallize some of the 
concepts that are inherent in every tax 
planning process? If we can develop some 
sort of a theory of tax planning, would such 
efforts be of any import to the exigencies of 
every day practice? The solutions to these 
queries must remain to be resolved by the 
individual reader when he concludes the 
article that follows. 

Tax planning can be defined as the tax- 
payer’s capacity to arrange his financial 
activities in such a manner as to suffer a 
minimum expenditure for taxes. When we 
use the designation tax planning, we really 
mean effective tax planning. All tax plan- 
ning does not reduce the tax liability to the 
desired minimum level. The tax planning 
that is not cut properly to suit the individ- 
ual taxpayer may have the ultimately 
adverse effect of maximizing the tax. For 
our purposes, then, the tax planning that 
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we refer to will become synonymous with 
effective tax planning. 

Tax planning must likewise be distin- 
guished from a tax saving. There are many 
transactions, once closed, where the tax- 
payer is capable of accomplishing a tax 
saving by following an accepted tax avoid- 
ance procedure. This would certainly be 
the case of the taxpayer who, by consulting 
a tax practitioner, was able to learn about 
the capital-gains benefits of certain securi- 
ties transactions that have already tran- 
spired. This is a commendable segment of 
the practitioner’s work, but it is not tax 
planning. Tax saving usually becomes the 
result of tax planning, but it may be 
accomplished by other means. 

Tax planning involves the use of fore- 
sight and consequently it is concerned with 
future matters. Unfortunately, tax plan- 
ning is often the product of a certain 
amount of hindsight. The taxpayer who 
learns, much to his distress, too late about 
the six-months holding requirement for 
securing the long-term capital-gains ad- 
vantage is apt to profit by his mistakes in 
his future activities. Having been burned 
once, he is ready and willing to engage in 
the tax planning process. 

Tax evasion and tax avoidance should be 
distinguished.' All too often these terms 
have become interchangeable with each 
other in the minds of the taxpayer. The 
failure to make any distinction between 
these separate concepts works to the dis- 
credit of the tax planning process and may 
lead to serious legal consequences. Tax 
avoidance is usually the ultimate goal to be 


‘ Richard A. Mullens, “Avoidance vs. Evasion of 
Income Taxes,”’ South Carolina Law Quarterly, Vol. X, 
No. 4 (Summer, 1958), pp. 670-678. 
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achieved by tax planning. In this sense the 
exercise of legal prerogatives may aid in 
the avoidance of taxes. Tax evasion, how- 
ever, connotes the misrepresentation or 
omission of key financial information in an 
effort to evade the taxes that are legally 
enforceable. One is fraudulent and abhor- 
rent to any decent and honest practitioner, 
and the other is completely acceptable. 
Usually the tax practitioner has no 
trouble in making his choice, although he 
has many marginal situations in which the 
solution becomes doubtful. The problem 
generally arises in the case of the client. 
His sense of right and wrong does not con- 
tain the essential ingredient of disinterest- 
edness and all too often he is prone to 
shade the circumstances in such a manner 
as to convert what would normally be tax 
evasion into a case of tax avoidance.” 

Tax planning is often made more effec- 
tive because of the existence of loopholes in 
the Internal Revenue Code. This seems to 
be the unfortunate product of the compli- 
cated nature of the taxation process. As 
the tax structure becomes more elaborate 
to cope with the highly developed prob- 
lems of modern society, legislation that 
will cover every conceivable contingency 
becomes increasingly difficult. Loopholes 
that will offer certain groups of taxpayers 
or certain types of transactions a favored 
tax position are thereby created inad- 
vertently.* With certain reservations in 
mind that will be discussed shortly, it may 
behoove the tax practitioner to take 
advantage of such situations by using the 
loophole as an integral part of the tax 
planning process.‘ 

Statutory loopholes are often of a fleet- 
ing nature. This means that they may be 
quickly stopped either by supplementary 
legislation on the part of Congress or by 
rulings of the Internal Revenue Service. 
The more advantages they offer and the 
fewer taxpayers they affect, the quicker 
the hole will be plugged. When these loop- 
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holes are inconsequential in nature they 
may be overlooked for some time. When 
they affect large portions of the popula- 
tion, pressures may be imposed upon 
Congress that will force the loophole to 
become permanently available.’ This lat- 
ter development is particularly feasible in 
those cases where the taxpayers affected 
are well organized and are accustomed to 
dealing in political matters. It is also true 
where the loophole serves a social purpose.® 

The loophole tax advantage presents 
serious problems to the tax practitioner. 
He will be forced to evaluate the situation 
carefully before permitting the loophole to 
enter into the tax planning process. Often 
his only course is to advise the taxpayer 
fully of the probabilities of having such a 
device closed to him and then to let him 
make the decision as to whether or not the 
possible tax saving warrants this chance. 
Of course, in. certain cases the taxpayer has 
nothing to lose and everything to gain. If 
he must pay the tax anyway and if left 
available the loophole would mean a sav- 
ing, little doubt exists about the solution. 
The serious difficulties are created by those 
situations in which the tax planning may 
put the taxpayer in a worse position.’ The 

* An example of this arises in cases involving the 
compensation of executive stockholders of closely-held 
corporations. The higher the salary, the heavier the de- 
duction for the corporation. In holding some of these 
excess amounts to be in the nature of dividends the In- 
ternal Revenue Service has recognized that the stock- 
holder-executive is prone to consider his services more 
valuable than they really are. 

* Broadly speaking, the biggest statutory loopholes 
are the result of design on the part of Congress. The 
best example of such a deliberate loophole would be the 
allowance for statutory depletion. 

‘The benefits erived from non-restricted 
stock option plans are often too good to overlook, yet 
heavy risks must be assumed every time such plans are 
not qualified. 

5 The deferred compensation arrangement is an 
example of a statutory loophole that has not been, and 
probably never will be closed. 

® The Internal Revenue Service has given every 


indication that it will support the atoplomeninl un- 
employment benefit plans (commonly called wage con- 


tinuation plans) of the glass and automotive industries. 

7 The non-qualified forfeitable pension or profit- 
sharing plan offers tremendous advantages to the cor- 
porate employer in compensating a select group of 
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practitioner may be hard put to answer the 
client who did not understand the full 
import of the alternatives. 

To say that the practitioner is thereby 
placed in the position of reading tea leaves 
is going too far. Figuring out the future is 
more than a sheer guess. The alert practi- 
tioner can find much in his environment 
that may cut down substantially on the 
unknowns involved. The advice of his 
fellow practitioners, the opinions of tax 
experts as revealed in the professional 
journals, and the attitude of the Commis- 
sioner are just some of the many guides 
that may be available for effective use. 
Often the length of time the loophole has 
existed may provide the answer to detri- 
mental reliance. This is often true: the 
longer the loophole exists, the harder it is 
to get rid of or the less chance there is that 
the hole will be filled. 

We must always remember that the 
practitioner involved in tax planning is not 
conducting an independent audit. On the 
other extreme, neither can he take reckless 
chances in the hope of possible tax advan- 
tages. The happy medium rests in giving a 
guarded opinion to the client and apprising 
him fully of the contingencies involved. 

The good practitioner will constantly be 
aware of the fact that effective tax plan- 
ning is merely a means to an end. It can 
never be the sole objective of any taxpayer. 
Often, and this is distressing to the tax 
practitioner, tax planning is not even the 
most important facet to a taxpayer’s 
future planning. For example, suggesting 
that a taxpayer give large portions of his 
property to his loved ones is good advice to 
save estate taxes, but it means nothing to 
the taxpayer who wants to retain control 
over his property. 

Certain principles permeate ‘all tax 
planning. They might be termed cardinal 
principles because they are fundamental to 
the thinking processes involved. Although 
these principles may not be embodied in 
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the final product of every comprehensive 
tax plan, the competent practitioner wil] 
have considered them. Since so much de- 
pends on a careful evaluation of the vari- 
ables involved, it is imperative that these 
principles be constantly kept in mind. 

Any number of developments can tran- 
spire during the future which will make a 
well conceived tax plan obsolete. Congress 
could change the present law. The Internal 
Revenue Service could issue new rulings 
that directly affect the taxpayer-client. 
Court decisions could be handed down that 
interpret the federal statutes and the 
Internal Revenue Service Rulings. Other 
enterprising practitioners could create tax 
devices that prove more advantageous 
than the client’s present arrangement. In 
addition, matters can materialize that are 
not related directly to taxes. For example, 
a strike against the employer-client may 
necessitate a change in the basic tax plan. 
Situations could also develop which are 
within the control of the client. A tax plan 
geared to the tax advantages of a family 
partnership may become worthless if the 
existing partnership arrangement becomes 
untenable to the client-partners. All these 
factors merely serve to point up the ines- 
capable conclusion that the tax plan is 
synchronized to an existing set of circum- 
stances that may not continue to exist. 
Therefore, a tax plan, to have future 
significance, must be flexible. 

The practitioner and the taxpayer will 
have a joint obligation to recognize the 
importance of flexibility in the tax plan. 
The practitioner should immediately ad- 
vise the client as to modifications in the 
law while the client should constantly keep 
the practitioner posted as to those changed 
conditions that are peculiarly within his 
knowledge. This sort of team work can 
move the tax plan forward as a living and 


executives. However, if the corporation is not careful 
a rere made to such a plan may not be deductible 
y it. 
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dynamic thing that will operate to the 
maximum advantage of those concerned. 

The concept of flexibility should also be 
embodied in the original tax plan. The 
practitioner not only must recognize that 
the basic plan may need modification, he 
also should contemplate possible alternate 
courses of activity. The ideal plan becomes 
one that would allow the taxpayer to shift 
into other pre-determined patterns that 
are slightly less favorable to him taxwise 
but which become necessary because un- 
foreseen developments have prevented the 
original plan from being consummated. In 
short, tax planning should attempt to 
avoid burning all the taxpayer’s bridges 
behind him. This will be easier said than 
done. Often, the situations that are the 
most lucrative taxwise are devoid of the 
desired “‘escape hatches” or are fraught 
with other dangers.* If the taxpayer 
persists in “placing all his eggs in one 
basket” because he considers the possible 
benefits worth it, he should do so only with 
the practitioner’s admonition as to the 
risks involved. 

The second cardinal principle involves 
the recognition that each client’s case must 
be handled as an individual matter. Tax 
plans cannot be “pre-fabricated”’ or “‘mass- 
produced” but must be custom fitted to 
suit the particular needs of each taxpayer. 
What may be highly desirable taxwise for 
one client would not be adequate or might 
even be detrimental for another. Acceler- 
ated methods of depreciation, although 
usually considered to provide certain tax 
advantages, may be wasted on a new corpo- 
ration that anticipates early loss years 
while going through a developmental 
Stage. 

The unhappy part about much of the 
so-called tax planning is that it is carried 
out by the taxpayer alone and without 
professional guidance. Sometimes it is the 
product of some high sounding “do-it- 
yourself” tax pamphlet that makes every 
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taxpayer a self-styled expert in return for 
the publisher’s list price. Even worse, tax 
planning may consist of an attempt on the 
part of the taxpayer to apply to himself the 
“gimmicks” that work so well for his 
neighbor. Advice is particularly attractive 
when it is second-hand because it costs 
nothing. This is analogous to trying to cure 
an ailment by using your neighbor’s 
specially prescribed medicine. 

The third cardinal principle involves the 
duty on the part of the practitioner to see 
that his taxpayer-client secures the best 
possible professional guidance in his tax 
planning. The practitioner should always 
be capable of recognizing his own limita- 
tions. He should not hesitate to call for 
help from more-specialized members of his 
profession when he feels that the tax plan- 
ning process has become overly complex 
and has exceeded his capabilities. The 
client is entitled to such an honest ap- 
praisal. In the long run this approach will 
not lose the client but will have the ulti- 
mate effect of cementing relations. In this 
connection it is interesting to note the 
substance of Rule 18 of the Rules of Pro- 
fessional Conduct of the American Insti- 
tute of Certified Public Accountants.°® 

The practitioner should remain con- 
stantly vigilant to protect his clients from 
the charlatans and incompetent “tax 
experts’ that prey upon the tolerance of 
the Internal Revenue Service. He should 
always be able and willing to reveal the 
truth about this type of activity, but he 
should be careful to see that any such 
disclosures are not intended to benefit him 
personally. 


* Investments in foreign real estate provide a tax ad- 
vantage since this property will not be included in the 
taxable estate at death. When one considers the dangers 
involved (i.e., discrimination against American land- 
owners leading to expropriation or prohibitive local 
taxes, restrictions on dollar exchange, etc.) the tax ad- 
vantages may not be so attractive after all. 

* A member who receives an engagement for services 
by referral from another member shall not extend his 
services beyond the specific engagement without con- 
sulting the referring member. 
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A fourth guiding principle requires the 
practitioner to understand and take into 
account the various relationships that exist 
among the different types of taxes. A com- 
prehensive tax plan will contain a consid- 
ered judgment as to the effects of estate, 
gift, and income taxes on the financial 
affairs of the taxpayer. Conflicts may 
easily arise whereby the minimizing of one 
form of taxation has the tendency to maxi- 
mize another form. That the taxpayer be 
kept fully informed as to the way in which 
these conflicts are resolved is important. 
The client who pays a gift tax for disposing 
of his property to his loved ones will do so 
with confidence in his tax advisor if he 
fully understands that he will thereby be 
saving those loved ones from higher estate 
and inheritance taxes. 

Problems arise when the practitioner is 
called upon to perform tax planning of a 
limited nature. Suppose for example, that 
the taxpayer is interested only in planning 
for income taxes during the coming year. 
Under such conditions the tax practitioner 
cannot be expected to do other than to 
restrict his advice to the limited area 
desired by the client. He should, however, 
mention any estate or gift tax problems 
that come to mind and that are related to 
his present assignment. Whether or not 
such problems are to be included in the 
present tax plan must be for the client to 
decide, but he should be able to make this 
decision with a full awareness that the non- 
income tax problems exist. Cases can be 
brought to mind where the complexities of 
the situation prevent any separate consid- 
eration of just one type of tax. Estate and 
income taxes may be so intertwined that it 
is impossible for the practitioner in good 
conscience to limit his advice.!° The only 
alternative would seem to be that no plan 
is possible. This would be analogous to the 
situation where the physician refuses a 
diagnosis without first being permitted to 
conduct a full medical examination. 
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The division of the tax practitioner's 
world into the realms of the attorney, the 
certified public accountant and the certi- 
fied life underwriter have had unfortunate 
consequences for many clients. Nowhere is 
this more apparent than in the interrela- 
tion of the various types of federal taxes, 
More than one taxpayer has relied upon 
the C.L.U. for his estate planning and then 
turned to either an attorney or C.P.A. for 
advice on income tax matters. This is not 
to be condemned, but unless properly 
handled it is the sort of arrangement that 
could have undesirable results. The C.L.U. 
has much to offer, and this is particularly 
so if forms of life insurance are contem- 
plated, but he cannot also be expert in the 
other fields involved. To have an expert on 
insurance in the tax planning picture may 
be worthwhile, but it is imperative that he 
work side by side with the C.P.A. o 
attorney. Operating as a team, much can 
be accomplished by these three; operating 
separately, the taxpayer-client stands to 
lose the full benefits of a co-ordinated tax 
plan. 

State and local taxes must not be for- 
gotten. All too often the past procedure has 
been to omit these taxes from the tax plan 
because they were nen-substantial in 
amount. In many jurisdictions it is no 
longer feasible to overlook such taxes. 
Particularly in areas where the income tax 
has been adopted as a means of producing 
revenue, non-federal taxes may reach 
significant proportions. With the trend 
towards increased taxation from non- 
federal levels, the tax plans of the future 
will have to give added emphasis to this 
segment of the tax system. 

The tax practitioner must recognize that 
tax planning may necessitate the resolving 


© The exercise of a restricted stock option may be 
such a case. See Peter Miller, “Special Problems in 
Estate Planning for the Corporate Executive,” Pro- 
ceedings of the New York University Seventeenth Institue 
on Federal Taxation, 1959, for a discus 


sion of the complexities of problem. 
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of conflicting interests. Accordingly, the 
tax planning process may have to be 
extended beyond the realm of the tax- 
payer-client to encompass other taxpayers. 
The perfect example of this is the multiple 
support agreement. Without an agreement 
by all the contributing parties the exemp- 
tion may be lost. With some planning and 
the cooperation of the taxpayers involved 
the exemption can become a valuable tax 
saving device. 

On occasions the conflict of interest is 
more apparent than real. Assume a situa- 
tion where a corporate executive contem- 
plates receiving a cash gift from his em- 
ployer corporation during the coming tax 
year. These alleged “gratuities” carry a 
presumption of additional compensation 
that is extremely difficult to rebut. To 
overcome this presumption the executive 
must have the complete co-operation of 
the employer-corporation. However, if the 
corporation classifies this transaction as a 
gift it will deny itself an expense deduction. 
The conflict of interest seems apparent 
since the tax advantage of the executive 
inures to the detriment of the corpora- 
tion. But, the conflict is not usually real 
because the corporation may be willing to 
forego the deduction in order to keep the 
executive happy. 

The tax practitioner should accept the 
possibility of conflicting tax interests as 
one of the cardinal principles of tax plan- 
ning. Whenever practical he will look to 
the solution that neutralizes the conflict to 
the advantage of all those affected. When 
this is not possible, as it usually will not be, 
he must remain the advocate of his client. 
The independent and impartial role of a 
mediator, although socially commendable, 
does not fulfill the professional obligation 
owed to the client. 

A sixth principle of tax planning relates 
the future to the past. No matter how 
advantageous a prospective course of con- 
duct may be, it could be precluded by past 
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circumstances. The principle of consist- 
ency may prevent a taxpayer from chang- 
ing his method of final inventory valuation 
from Lifo to Fifo in order to accomplish a 
tax saving during a period of falling prices. 
The taxpayer has made his bed and now he 
must lie in it. Whether or not the original 
choice was wise or was made with full 
regard to the tax consequences matters 
not. In this context, the taxpayer’s history 
becomes a definite limitation upon the 
effectiveness of future tax planning. 

The client’s wishes concerning the im- 
mediacy of the tax benefit must play an 
important role in the tax practitioner’s 
formulation of the tax plan. Usually, the 
prosperous client wants as much tax saving 
as possible in the immediate future." This 
may be the right approach considering the 
uncertainties involved, but it also may 
reflect a certain amount of shortsighted- 
ness. This philosophy of mortgaging the 
future in favor of the immediate present is 
not always completely the fault of the 
client. A distinct temptation to save taxes 
confronts the practitioner, and this is 
particularly true when the client is new. 
Accordingly, the tax plan is loaded with 
devices that are aimed at short-term ob- 
jectives. This may be highly objectionable 
unless the practitioner can conclude that 
the tax rates will decrease or unless he has 
reason to believe that the taxpayer’s 
present prosperity may not continue. The 
mere fact that the practitioner’s assigned 
task was to prepare a plan for only the 
coming year is not justification for failing 
to consider the years that follow. The 
client should be fully informed that certain 
devices, such as accelerated depreciation, 
may leave him high and dry as the years 
progress. 

The last and the most important princi- 
ple suggests that the tax practitioner do 
everything within his power to convince 


1 Witness the extreme nee of 60-month 
amortization under certificates of necessity. 
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his clients that he should act in good faith 
in all tax matters. This is important, for 
the taxpayer must convince the Internal 
Revenue Service and other taxing authori- 
ties that he reports his operations in an 
honest manner with the utmost candor and 
fairness and that he fully discloses the tax 
consequences. To accomplish this, the 
client will not only have to maintain a 
good faith approach but also try to avoid 
any appearance of wrongdoing. Certain 
financial transactions may exist in which 
the taxpayer and his advisor have honest 
doubts about the tax liability. As to those 
transactions where the tax saving would 
be inconsequential, the most expedient 
method might be to resolve the doubt in 
favor of the government. This would leave 
fewer matters for the Internal Revenue 
Service to take issue with and would im- 
prove the bargaining position of the tax- 
payer as to the more consequential mat- 
ters that remain. 

The practitioner who performs the tax 
planning function is in a very advanta- 
geous position to help keep hisclient honest. 
The practitioner can never be his brother’s 
keeper in the sense that he is the absolute 
insurer of his client’s integrity. However, 
effective tax planning minimizes the tax 
bite and substantially alleviates the temp- 
tation to evade taxes. 

In summation, the cardinal principles 
that have been previously enumerated 
required that the tax plan be: 

1) Flexible—capable of being modified in ac- 
cordance with changes in the tax laws, busi- 
ness conditions, or the motivations of the 
taxpayer. 

2) Personalized—designed specifically to form- 
fit the subject taxpayer. 

3) A professional product—the result of the 
best available and most competent advice. 

4) Coordinated—so established as to encom- 

pass a pufview of the different types of 

federal taxes (i.e., estate, income, gift) and 
state and local taxes. 
5) A resolving of conflicting interests—if con- 
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flicts cannot be eliminated, to settle them 

to the satisfaction of the parties concerned, 

6) Oriented as to time—consistency requires 
that the past limit the present and the fy. 
ture but the present must be further cir. 
cumscribed in the light of the taxpayer's 
future tax requirements. 

7) Completely honest—a culmination of a 

“good faith” attitude. 


To leave the reader with the impression 
that tax planning is a formal process simi- 
lar to conducting an audit or drawing upa 
contract would be unrealistic. The exact 
opposite seems to be true. Tax planning 
usually comes about incidental to other 
things. This is unfortunate because it 
diminishes the emphasis that both the tax- 
payer and the practitioner should place 
upon this process. The taxpayer is partially 
to blame in that he is usually not willing to 
pay for the added investigation necessary 
for a more formalized and complete tax 
plan. The practitioner is also to blame 
because he usually fails to point out to the 
client the advantages of such a plan. 

One of the misconceptions prevalent 
today is the notion that tax planning 
should be limited to the wealthy.” The 


individual practitioner, although largely 4 
aware of this phase of the problem, has his 


hands tied by having to conform to the 


ethical standards of his profession. The f 


only other interested group that can cor- 


rect the misconception about the exten: | 
siveness of tax planning is the professional | 


organization. Frequently, such organiza: 
tions have failed to utilize their full poten 
tial to educate the public.‘ The result has 


been the formation of a tremendous mid- 
dle income group that is largely untouched | 


by professional tax guidance. 


Many of the principles and concepts | 


12 Tt must be conceded that the low income wage 
earner whose gross income is absorbed by dependency | 


exemptions has little need of tax planning. 
1% Rule 7 of the Rules of Professional Conduct of the 
American Institute of Certified Public Accountants for- 
bids solicitation and advertising. 
4 The advantages of institutional advertising have 
long been overlooked by many professional societies. 
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that have been discussed in this article are 
not particularly world-shaking in nature. 
Most of what has been said appears to be 
more in the nature of self-evident truths. 
The combination of these truths and cther 
pertinent thoughts is interesting in that it 
illustrates several conclusions that are 
worth noting. First, tax planning, when 
handled properly, is not the simple process 
that many consider it to be. Second, much 
can be gained by making the tax planning 
process a more formalized procedure. In 
other words, it should be considered more 
for its own true worth and less as a segment 
of some other function. Third, good reason 
exists for believing that many who use tax 
planning are not doing so to their greatest 
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possible advantage. There is too much 
piecemeal planning and not enough co- 
ordination in point of time or depth of 
coverage. Fourth, many taxpayers could 
benefit by tax planning but are not yet 
aware of its advantages. 

As long as the progressive income tax 
remains the foundation of the American 
tax structure, tax planning will offer relief 
to those who use it. As more and more 
people become aware of the possibility of 
minimizing their tax payments they will 
turn to effective tax planning. These two 
factors—the progressive income tax and a 
tax oriented populace—will guarantee that 
the tax plan must move forward in impor- 
tance. 
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STATISTICAL ERROR CONCEPTS RELATED 
TO ACCOUNTING 


Haroip W. Fox 


Fairleigh Dickinson University 


oTH statistical sampling and ac- 
B counting involve the processing of 

numbers. Although their means and 
ends differ, statistical science might serve 
as a useful point of departure for account- 
ing research. To illustrate, let us consider 
the statistical theory of errors as the basis 
for an analysis of some common errors in 
accounting. 


A Limited Comparison of Statistical and 
Accounting Methods. 


First, the scope of this investigation 
should be delineated. Excluded from con- 
sideration here are deliberate concealments 
and frauds. So are faulty techniques, e.g., 


illogical allocations, inconsistent treatment 


of recurrent transactions, etc. Those 
branches of statistics and accounting 
which neither contradict nor contribute to 
this limited comparison are also omitted. 

The errors to be surveyed include un- 
known and unintentional differences from 
the true value. The intrusion of deviations 
into statistical procedures leading to 
estimation, testing hypotheses, and the 
latter’s extension, decision-making, has 
long been recognized. Accordingly, sam- 
pling results are usually reported as “esti- 
mates” with “confidence limits.” In con- 
trast, the term, “actual” (versus budget or 
standard, for instance) is often employed 
to describe the amounts used in accounting 
for measurement, control, and, again, 
decision-making. 

At first glance, the respective names for 
accounting and sampling results seem to 
reflect the difference in data streams. 
Sampling results are derived from statistics 
representing the data. The popular inter- 


pretation attributes accounting results to 
the direct derivation from all pertinent 
data. 

In reality it is often necessary to adjust 
accounting entries to arrive at “actuals.” 
The accountant evaluates the converti- 
bility of foreign investments and earnings, 
he accrues or defers income and expenses, 
he appraises the useful life of fixed assets, 
he values unsold inventories at the lower of 
cost or market, he allows for some uncol- 
lectibility among the receivables. His 
guidance may come from operating execu- 
tives or outside experts. Any implication 
that these procedures yield more precise 
results than available from statistical 
sampling (in which every item in a cate- 
gory has an equal chance of selection) is 
unfounded; any such superiority would be 
largely accidental. Experience in quality 
control, census surveys, and elsewhere 
attests to a frequent superior accuracy of 
statistical sampling over 100 per cent 
count. 

The dual danger of the semantic anom- 
aly is that it may inadvertently mislead 
the layman—and lull the accountant. The 
enactment and administration of the cost 
proviso in the Robinson-Patman Act is a 
case in point. Another example is denunci- 
ations of high profits in high-risk indus- 
tries. Perhaps review of certain statistical 
concepts could advance the efficacy of 
accounting. 


Errors in Statistics 


Statistical theory distinguishes between 
nonsampling and sampling errors. Three of 
each will be mentioned. 

Nonsampling errors include: (1) false 
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Statistical Error Concepts 


information such as wrong readings or 
wrong responses, (2) data limitations, e.g., 
mixtures of numerous dissimilar sub- 
categories, and (3) mistakes in editing or in 
mathematics. 

Two classes of sampling errors are recog- 
nized: (1) rejection of a true hypothesis 
and (2) acceptance of a false one. A few 
years ago, a statistician nominated half- 
humorously a third class of error for formal 
recognition, one due to lack of communica- 
tion between the practitioner and the 
operating executive.’ 


Errors in Accountancy 


Following the above outline, this article 
will distinguish between errors in account- 
ing for measurement and in accounting for 
control. 

Errors in measurement are attributable 
to (1) input, (2) structure, and (3) opera- 
tion. Omissions or incorrect data exemplify 
mistakes at inception. The question of 
what constitutes acceptable input has been 
a controversial topic among accountants 
for many years. Inputed interest and sale- 
leaseback arrangements come to mind. 
Bills not received or anticipated when the 
books are closed would also fit here. Struc- 
tural limitations inhere in the nature of the 
data; examples are attempts to separate 
joint costs or joint revenues. Again, the 
time element may prove inscrutable. Can 
advertising expenses be matched realisti- 
cally with revenues? Operational lapses 
include transpositions, wrong footings, and 
a myriad of other clerical inadvertences. 
So much for inaccuracies in measurement. 

Basically, any meaningful comparison 
between accounting data could be used for 
control. The simplest instance is the com- 
parison of successive balance sheets. It is 
often pointed out that under a changing 
price level, comparative reports can be 
misleading prima facie. 

An extension of accounting comparisons 
to control is found in accounting for de- 
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cision-making. Due to wrong estimates of 
equipment life, the relative profitabilities 
indicated for alternative projects may be 
in reverse order of fact. The danger of 
error in data for control or decision-making 
is of two types: (1) a favorable situation 
may show as unfavorable and (2) an un- 
favorable situation may show as favorable. 

The third type of error arises because 
the accountant is not familiar with the 
subject matter. Labor inefficiency comes to 
mind. Is the variance attributable to 
soldiering, inadequate supervision, engi- 
neering changes in the product, or de- 
ficiency in raw material? Another example 
is found in the inappropriate use of a 
return-on-investment calculation in a serv- 
ice operation whose profitability depends 
on personal skill and not on money. Again, 
inequitable budgets will cause a distortion 
of operating accomplishments. Thus con- 
trol data, too, have their familiar share of 
pitfalls. 


Awareness and Attack 


This outline of errors is not an indict- 
ment of accountancy. Nor are the exam- 
ples novel to the accountant; the contribu- 
tion intended is a systematic classification 
to foster awareness of and an attack on 
material errors. 

Thus a systematic statement of the 
problem of errors is advanced as a step 
toward their mastery. If this meets with a 
constructive response, perhaps a better 
classification system will evolve. Numer- 
ous illustrations may be compiled, and a 
reference on frequent mistakes could 
enable students to profit from accumulated 
experience. Colleges might incorporate the 
outline of errors into courses of instruction 
and inculcate in students the habit of 
checking accounting work for each pre- 
ventable type of error. Not only lectures 
and texts, but also students’ problems 

1 A, W. Kimball, “Errors of the Third Kind in Sta- 


tistical Consulting,’’? Journal of American Statistical 
Association, Vol. LII, June 1957, 
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would need to make specific provision for 
instilling such awareness. 

So-called ‘‘unpreventable” errors should 
not be neglected. The nurturing of sound 
judgment is a challenge to accountancy as 
it is to other professions. 

Perhaps one step in developing a classi- 
fication should be the segregation of value 
adjustments for base data so the materi- 
ality of estimates in statements can be 
gauged. Experience after the statement 
date could provide insight into the ac- 
curacy of each specific estimate. If such a 
reconciliation were uniformly practiced, 
valuable information on error sizes would 
be developed. It seems a reasonable expec- 
tation that as a result the quality of 
accuracy would be steadily improved. 

In the private sector of accounting, 
controllers could hold their department 
heads responsible for accuracy, with the 
errors outline as a basis for their account- 
ability. This permits the tabulation of 
errors committed, followed by steps to 
minimize their recurrence. Systems ana- 
lysts and internal auditors could concen- 
trate on error-prone situations revealed by 
the tabulation. 

Independent auditors might devise spe- 
cial tests to guard against some of the 
errors outlined. The errors listed under 
Control, for example, may serve as formal 
reminders in report-writing (which often is 
separated from the other functions). 

The applicability of various statistical 
concepts to accounting may develop into a 
rewarding field for research. For example, 
statistical techniques in the realm of 
Significant Differences may provide clues 
for quantifying the subjective precept of 
materiality. A related accounting applica- 
tion is the reporting or highlighting of 
exceptions; it corresponds to the principle 
of statistical quality control charts. Again, 
the philosophical and technical approaches 
to the design of experiments seem to invite 
a comparison to problems in internal con- 
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trol. To summarize, the statistical impact 
might encompass many accounting areas 
including education, judgment, disclosure, 
administration, verification, and research. 
But perhaps the greatest potential of a 
formal error structure lies in promotion of 
public understanding of accountancy. De- 
signed to enhance the usefulness of ac- 
counting tools, the error structure may also 
protect the practitioner from both unwar- 
ranted confidence and unwarranted doubt 
in accounting results by the public. Many 
laymen, exposed to mistakes, have adopted 
a skepticism toward accountants and 
accounting. Such disenchantment may 
stem from ascribing to it powers of ac- 
curacy which accounting does not claim to 
have at present. A formal recognition of 
errors should caution the public and lessen 
the danger of misinterpretation. If so, the 
air will have been cleared for a more solidly 
grounded respect for the usefulness and 
validity which accounting does offer. 


A Target for Error Prevention 


The purpose of this paper has been to 
raise the question whether accountancy 
could benefit from a formal theory of errors 
such as employed in statistics. This article 
has mentioned three types of unintentional 
errors primarily associated with measure- 
ment and three with control. They are 
recapitulated in the accompanying outline. 
Perhaps as an immediate benefit such a 
structure could be a means for the preven- 
tion of material errors. 


oF Errors IN ACCOUNTANCY 


I. Errors in accounting for measurement 
A. Source inaccuracy 
B. Limitation in the nature of data 
C. Mistake in data processing 


II. Errors in accounting for control 
A. Variance unfavorable although in reality, 
favorable 
B. Variance favorable although in reality, un- 
favorable 
C. Misunderstanding of the real situation 
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REPORT OF THE 1960 PRESIDENT 


CHARLES J. GAA 


HE major objectives of the Associa- 

tion were stated in 1935 as (1) the 

encouragement and promotion of 
research in accounting principles and the 
study of accounting as a management 
device, and publication of such work and 
(2) improvement in methods of instruc- 
tion. These aims were met in 1960, as 
usual, through committee activities, tech- 
nical sessions at the annual meeting of the 
Association, and THE ACCOUNTING RE- 
view. Our objectives can be met to a 
greater extent as we manage to interest a 
greater number of our members in more 
active participation in the affairs of the 
Association and by promoting cooperation 
between the several national professional 
accounting organizations. 

Maintenance or increase in the size of 
our membership is important for extension 
of the influence and prestige of the Associa- 
tion and for providing adequate funds to 
carry on its operations. The increasing size 
of the Association and the absence of a 
permanent national office structure cast a 
heavy burden upon the officers and com- 
mittees. Consequently, it is necessary that 
we review our methods of operation and 
improve and streamline them. 

A study was made of our procedures for 
naming committees and improvements 
were made. A subcommittee on commit- 
tees was formed to advise the Executive 
Committee regarding the committee struc- 
ture for 1961 and to act in an advisory 
capacity to suggest names to the incoming 
president for his use in making committee 
appointments. In addition, during 1960 a 
special committee prepared a conventions 
manual, to facilitate the work of future 
arrangements committees. 

As usual, there has been continuity in 
the activities of the Association between 


years. Some work in process at the end of 
last year has been completed; some proj- 
ects were started and completed in 1960; 
some items were begun in 1960 and will be 
completed in 1961 or subsequent years. 


PARTICIPATION BY MEMBERS 


The Association is yours; its value to 
you depends to a very great extent upon 
your active interest and participation in its 
activities. About 24% of our approxi- 
mately 9600 members served on commit- 
tees. It is our hope that a larger number 
can be asked to take part in committee 
work and that our members will be willing 
to devote the time and energy to commit- 
tees necessary to improve the Association 
and the practice and teaching of account- 
ing. An opportunity for more members to 
get into committee work is presented in the 
area of cooperation with other accounting 
organizations in interesting young people 
in accounting as a career. 

In January, 1960, the chairmen of most 
of the committees met to hear an outline 
by the officers of plans for Association 
activities in 1960; to organize the joint 
committees on education, research, and 
cooperation with other organizations; and 
to discuss committee problems and activi- 
ties. The consensus was that this meeting 
was of value, especially in providing for an 
interchange of ideas and in fully informing 
chairmen regarding all phases of Associa- 
tion programs. The discussion of the 
activities of the Membership Committee 
and the joint and task committees on 
education, research, and cooperation will 
be found under special headings elsewhere 
in this report. 

Individual members have made a sub- 
stantial contribution in the area of research 
and publication. Some one hundred and 
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sixteen articles, some with co-authors, and 
seventy-two book reviews were published 
in THE ACCOUNTING REVIEW. 

A special debt is owed to the editors of 
the several departments of the REVIEW: 
Glen G. Yankee, Henry T. Chamberlain, 
John H. Chamberlain, Charles T. Zlatko- 
vich, Wendell P. Trumbull, James Lan- 
ham, and Walter B. Meigs. The circulation 
of the REvrew has almost doubled in the 
past ten years and is approaching 20,000 
copies per issue. Above all, of course, we 
appreciate the excellent work which has 
been done by the Editor, Robert K. Mautz. 

In addition to officers and committee 
chairmen who gave reports at the annual 
meeting, some fifty-nine persons took part 
in the technical program, either as speak- 
ers, presiding officers, chairmen of panel 
discussions, or panelists. A substantial 
number took an active part in Association 
affairs by serving on arrangements com- 
mittees and appearing on the programs of 
regional groups. Successful meetings were 
held by the Midwest, Northeastern, Ohio, 
Southeastern, and Southwestern groups. 
The attendance at these meetings was 
large and the programs were excellent. 


ANNUAL MEETING OF MEMBERS 


My own observation and the comments 
which have come to me indicate that the 
1960 annual meeting, which was held on 
the campus of the Ohio State University, 
was one of the most successful we have 
ever held. The total registration (942) was 
larger than for any previous convention; 
the technical program maintained the 
usual standard of excellence; and William 
Jencks and his arrangements committee 
did a wonderful job in providing fine meet- 
ing, housing, and meal facilities and out- 
standing entertainment. The speakers and 
the many participants in the round-table 
sessions are to be congratulated on the high 
calibre of their presentations. A substantial 
amount of the credit for the quality of the 
program must go to Walter Kell, who 
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acted as coordinator for the technical 
program. Details regarding the convention 
have been reported by Paul Walgenbach, 
Secretary-Treasurer, on page 119 of the 
January, 1961 issue of the REVIEW. 

The annual meetings for the next few 
years will be held as follows: 1961, Uni- 
versity of Texas; 1962, Michigan State 
University; 1963, University of California 
and Stanford University; and 1964, Penn- 
sylvania State University. 


MEMBERSHIP PROMOTION 


Chairman James Rossell and the Mem- 
bership Committee did an excellent job in 
1960, which was the third best year on 
record for obtaining new members. Em- 
phasis in 1960 was largely confined to 
attracting accounting and finance teachers, 
since the 1959 committee sent out some 
40,000 pieces of promotional materials to 
those whose names appeared on the mail 
lists of other national accounting organiza- 
tions. For the past several years, member- 
ship has increased each year over that of 
the preceding year and has reached an all 
time high. As good as this record is, it can 
be improved if more members will actively 
interest themselves in the matter—if each 
will try to get just one more member. In 
some states, membership promotion has 
not shown improvement for several years. 
Some of the regional meeting committees 
have assisted in membership promotion in 
their regions, and we hope that such 
regional emphasis will bring about im- 
provement. A better job must be done in 


obtaining additional associate member: | 


ships. All teaching members should make 


their students aware of the benefits of © 


associate membership and of reading THE | 


ACCOUNTING REVIEW. 
A new and extremely attractive mem- 


bership brochure was designed. Substan- | 


tial credit should go to the several persons © 


who worked on it, especially James Rossell | 


and Paul Walgenbach who brought it to § 


completion for distribution late in 1960. 
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Report of the 1960 President 


EDUCATION 


The Joint Committee on Education and 
its task committees had an active year 
under the direction of Vice-President 
Johnson. The Commitice on Courses and 
Curricula advocated that the American 
Accounting Association undertake the 
accreditation of accounting curricula. Fur- 
ther, it urged that a committee be ap- 
pointed to study and recommend an 
approach to the first year course in ac- 
counting; such a committee will function in 
1961. The Committee also plans to prepare 
an article on the subject of honors pro- 
grams in accounting. The Committee on 
Doctoral Programs in Accounting com- 
pleted a report which covers objectives, 
standards for subject matter, the disserta- 
tion, teaching methods, faculty super- 
vision, and administration of doctoral 
programs in accounting. Since its report 
will be published in THE ACCOUNTING 
Review, no further discussion is being 
made in this report. The report of the 
Committee to Study the Ford and Carnegie 
Foundation Reports was covered substan- 
tially by Leo Schmidt as part of the techni- 
cal program at the annual meeting and will 
be published in the REview. The Commit- 
tee on Professional Degree Education in 
Accounting has made a start on the matter 
of recommended levels of attainment or 
exposure for students who intend to go on 
with professional careers. This problem 
probably will be continued on the agenda 
of one of the 1961 committees. 

The Committee on Post-Degree Continu- 
ing Education in Accounting studied exist- 
ing continuing education programs and 
urged that consideration in the future be 
given to the determination of the place of 
universities and the Association in con- 
tinuing education programs. The Teaching 
Methods Committee was very active in 
studying business games, television in- 
struction, visual aids, teaching machines, 
programmed textbooks, and teaching de- 
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velopments in nonaccounting fields. In 
addition, it was responsible for some 
excellent roundtable sessions at the annual 
meeting. It is expected that some parts of 
the report of the committee will appear in 
THE ACCOUNTING REviEw. The Federal 
Income Taxation Committee has devoted 
most of its attention to studying tax cur- 
ricula. This matter probably will be taken 
onto the agenda of the 1961 committee for 
further consideration. It is our expectation 
that improvement in university instruction 
in income tax accounting will result from 
the work of this committee. 


RESEARCH 


Raymond Dein, Director of Research, in 
the capacity of Chairman of the Joint 
Commitiee on Research, coordinated the 
work of the research task committees. The 
Research Review Committee functioned in 
the same way as did its predecessors. Its 
agenda included the review of manuscripts 
and recommendations to the Executive 
Committee regarding publication, the 
evaluation of doctoral dissertations and 
selection of authors to appear on the tech- 
nical program of the annual meeting, and 
the preparation of a list of research proj- 
ects for publication in the REvrew. The 
Management Accounting Commiitee inven- 
toried all the various subject matter 
materials which might appear in account- 
ing courses and made an allocation of 
subjects of particular interest to (1) all 
business students, (2) to all accounting 
majors and (3) to accounting majors as 
electives in the sub-majors of management 
accounting or public accounting. The 
primary purpose of the committee was to 
indicate the subject matter area of man- 
agement accounting. The Accounting The- 
ory Committee reviewed and evaluated the 
research and publication work which has 
been done over the years by the American 
Accounting Association and made recom- 
mendations regarding future activity in 
this area. 
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COOPERATION WITH OTHER 
ORGANIZATIONS 

Vice-President Glen Welsch headed the 
Joint Committee on Cooperation with 
Other Organizations, which coordinated 
Association activities in the areas of CPA 
examinations, accounting careers, student 
internships, faculty residencies, internal 
auditing, and personnel testing. Robert 
Meier, a member of the CPA Examina- 
tions Committee, served on a commission 
to evaluate the work of the AICPA in 
testing, grading, and administering the 
CPA examination. It is our understanding 
that the commission report will be issued 
early in 1961. 

The C.P.A. Examination Committee 
has continued to assist the A.I.C.P.A. by 
gathering and reviewing C.P.A. examina- 
tion questions. The Accounting Careers 
Committee is the nucleus for cooperation 
between the American Accounting Associ- 
ation, American Institute of Certified 
Public Accountants, Controller’s Institute 
of America, Institute of Internal Auditors, 
and the National Association of Account- 
ants in a joint program for encouragement 
of young people to select accounting as a 
career. 

A substantial amount of cooperation 
exists between the American Accounting 
Association and the other national profes- 
sional accounting organizations. A good 
deal of it is accomplished through cross- 
membership on the committees of the 
several associations. Two of our vice 
presidents were chairmen of committees of 
other organizations; Charles Johnson 
headed up the AICPA Committee on 
Members in Education, and Hans Todt 
was chairman of the Controller’s Institute 
Committee on Education. 

The President, other officers, or other 
designated members have represented the 
American Accounting Association at all 
the national meetings of professional 
accounting organizations and at some state 
meetings. At most of these meetings, our 


representatives had a prominent part on 
the program. 

In 1960, the practice was continued of 
having the presidents and executive secre- 
taries of several of the national professional 
accounting associations meet annually to 
discuss cooperation, research, education, 
and other mutual problems. These meet- 
ings appear to have been fruitful. The 
group now includes the American Account- 
ing Association, the American Institute of 
Certified Public Accountants, the Con- 
trollers Institute of America, The Institute 
of Internal Auditors, and the National 
Association of Accountants. It is hoped 
that cooperation will ultimately be 
achieved in the future at several levels or 
areas of these organizations, including 
presidents and managing directors (as has 
been done in the past few years), managing 
directors (on the problems of operations), 
committees on recruitment (as we now are 
doing), and research directors. 

Substantial progress has been made in 
building up our relationships with the 
Federal Government Accountants Associ- 
ation. Raymond Einhorn, F.G.A.A. presi- 
dent and a member of the American 
Accounting Association, has expressed a 
strong desire for closer relationships; he 
has circularized his members to urge them 
to join the American Accounting Associa- 
tion; he has named several of our members 
to one of his advisory committees. We 
should make a strong effort to be of assist- 
ance in this area if we can. 


ATTRACTION OF STUDENTS TO 
ACCOUNTING AS A CAREER 


Robert Dickens and his Committee on 
Accounting Careers had performed an out- 
standing job in continuing the excellent 
work which was done by this committee in 
prior years. This committee has cooperated 
for the past few years with other national 
professional accounting organizations in 
the preparation and distribution of Young 
Eyes on Accounting, some 750,000 copies 
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Report of the 1960 President 


having been distributed to date. 

A formal organization, the Joint Ad- 
visory Council on Developing Student 
Interest in Accounting, has been formed by 
the American Accounting Association, 
American Institute of Certified Public 
Accountants, Controllers Institute of 
America, Institute of Internal Auditors, 
and National Association of Accountants 
to (1) edit, finance, and distribute Young 
Eyes on Accounting, (2) assist high school 
student counsellors, (3) study and evalu- 
ate aptitude and preference tests, and (4) 
participate in “career days.” The Joint 
Advisory Council has divided the country 
into 62 districts, in each of which there will 
be a committee composed of a representa- 
tive from each of the five cooperating 
organizations. The chairman of the AAA 
Accounting Careers Committee acts as 
national coordinator, and each district 
AAA member coordinates the work of his 
district group. The expectations are high 
for a successful continuing effort in this 
program which is so important to the 
future of governmental, industrial, and 
public accounting. 


ACCOUNTING FELLOWSHIPS 


Contributions to date have been re- 
ceived from Beta Alpha Psi, Alexander 
Grant & Co., Haskins & Sells, and 
the Southwestern Publishing Company. 
Thirty-two applications were received for 
grants and eight were awarded, ranging 
from $333 to $1,000. Details regarding the 
fellowship program are contained in the 
announcement which appears on page xviii 
of this issue. 


SERVICE TO MEMBERS 


The Executive Committee approved the 
publication of a member’s newsletter, how- 
ever, the cost of the project proved to be 
too great to permit it to be carried out. As 
a compromise, the Editor has included a 
fairly large News section in THE Account- 
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ING Review. This section has made it 
possible to keep the membership aware of 
the decisions of the Executive Committee, 
the work of committees and officers, the 
programs of regional meetings, and honors 
and activities of individual members. We 
are indebted to Editor Robert K. Mautz 
for his willingness to take on this burden so 
that our members may be better served. 

The Committee on Group Insurance has 
been studying the need for group insurance 
for AAA members, feasible plans, and the 
role which the Association siould play in 
this area. It is expected that this -ommit- 
tee will render a final report early m 1961. 

All placement service activities have been 
combined under the Secretary-Treasurer, 
who for many years has participated to a 
limited degree by inserting notices in THE 
ACCOUNTING REVIEW at no cost to the 
advertisers. The Executive Committee 
expresses its appreciation to Arnold John- 
son for his carrying the work of placement 
for the past several years. 


* * * 


Every change which takes place in the 
composition of an Executive Committee is 
worthy of mention; however, in 1960 two 
changes should be given particular notice. 
Past-President C. A. Moyer completed five 
years of excellent service to the Associa- 
tion. On September 1, Carson Cox resigned 
to enter public accounting, after seven 
years as Secretary-Treasurer. His work has 
been greatly appreciated by a long series of 
Executive Committees and by all of those 
familiar with the affairs of the Association. 
Our loss has been bearable because of our 
good fortune in getting a fine successor for 
this position, Paul Walgenbach. 

Within the small space available here, it 
is not possible for me to acknowledge 
adequately my debt and gratitude to all 
who have helped and advised me during 
1960. I appreciate the honor and pleasure 
of having served as President of the Ameri- 
can Accounting Association. 
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AMERICAN ACCOUNTING ASSOCIATION 


FINANCIAL REPORT 
For the year ended December 31, 1960 “te 


Subs 
Exhibit A we 
American Accounting Association Sale 
STATEMENT OF FINANCIAL POSITION Sale 
As at December 31, 1960 T 
Joint 
General Life Advisory AAA Combined Expen 
Assets Fund Membership Council Fello’ hip Funds 
Fund Fund Fund T 
Cash on hand and in bank....... $20,433.92 $13,887.24 $2,659.59 $ 4,694.36 $ 41,675.11 A 
United States Treasury obligations, at cost 0 
lus accrued interest (maturity value Offi 
23 ,000) . . me a“ — $ — $ — $20,245.28 $ 20,245.28 E 
United States Savings bonds : 
Maturity value............... $33,000.00 $11,000.00 ¢ — $ —- $ 44,000.00 
Less: Discount...... ae 5,988 .00 2,288.00 8,276.00 Con 
Redemption value. $27,012.00 $8,712.00 — — $ 35,724.00 
Accounts Receivable.................. $ 1,238.08 $ 310.10 $ — $ $ 1,548.18 
Less: Allowance for doubtful accounts. ... 42.07 3.10 — — 45.17 Pro 
Accounts Receivable, net................. $1,196.01 $ 3077.00$ — §$ — $ 1,503.01 Mis 
Office Equipment (at nominal value)....... $ 1.00 $ — $ — $ — $ 1.00 7 
Prepaid Workmen’s Compensation Insurance $ 92.200 $ — $ — $ -— $ 92.20 Net 
Air Travel Cards Deposit... .. ANS . $ 425.00 $ — $ — $ — $ 425.00 
Deferred Committee Expense............. $ 812.455 $ — $ — $ — $ 812.45 
Total Assets. act $49,972.58 $22,906.24 $2,659.59 $24,939.64 $100,478.05 
Joint Incon 
General Life Advisory AAA Combined F&F Sal 
Liabilities Fund Membership Council Fellowship Funds 
Fund Fund Fund I 
Accounts payable and accrued expense.....  $ 6,767.18 $ — — $ — $ 6,767.18 I 
Collections received in advance a I 
Members’ dues........... $5,173.79 $ — $ — $ — $ 5,173.79 s 
Associate Members’ dues. 13,975.81 13,975.81 I 
Subscriptions. ...... 7,191.51 — 7,191.51 
i 0 
Total. . .. $26,341.11 $ — $ — $ = $ 26,341.11 & - 
nt 
Total Liabilities........ $33,108.29 ¢ — $- $ $ 33,108.29 
Net Worth (Exhibit D)... . $16,864.29 $22,906.24 $2,659.59 $24,939.64 $ 67,369.76 H i 
xpe 
Total Liabilities and Net Worth..... . $49,972.58 $22,906.24 $2,659.59 $24,939.64 $100,478.05 @ " 
1 The Financial Statements shown on the following pages are unaudited statements. A regular audit was per- ) 
formed for the period ended August 31, 1960 by Beyer, Brickey & Dickerson, Certified Public Accountants, oc | 
casioned by the change in the office of Secretary-Treasurer. By action of the Association’s Executive Committee, 7 Sa 
the next regular audit will cover the period from September 1, 1960 through December 31, 1961. & 
PauLt H. WALGENBACH 
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Exhibit B 
American Accounting Association 
STATEMENT OF INCOME—GENERAL FUND 
For the year ended December 31, 1960 


Income 
Expense 
Printing and mailing expense: 
Accounting Careers Booklet—Young Eyes on Accounting.................... 1,777.19 
Officers, travel, meetings, and administrative expense: 
Office supplies, stationery, and other expense (Note 7,148.63 
Exhibit C 
American Accounting Association 
STATEMENT OF INCOME—LIFE FUND 
For the year ended December 31, 1960 
Income 
Sales of Publications: 
Royalties from sales of Readings in Cost Accounting, Budgeting, and Control.................. 506.41 
$6,964.61 
Expense 
Printing and mailing expense: 
Price Level Changes and Financial Statements.................-..2eeceeeeenee $ 306.52 
$2,194.02 
Salaries, office supplies, stationery and other expense (Note A)..................-. $1,091.33 3,285.35 
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Schedule I 


American Accounting Association 
STATEMENT OF COMMITTEE EXPENSES—GENERAL FUND 


Membership. . . 

Accounting Careers. 

Nominations. 

Fellowship Program. . 

Group Insurance. . 

Regional Meetings: 
Southeastern Group. 
Midwest Group. . 
Ohio Group. 


Task Committees on Education: 
CPA Examinations. 
Income Taxation. 
Ford and Carnegie Committee. . 
Doctoral Program 
Courses and Curricula...... 2,941.20 


Task Committees on Research: 
Committee on Co-operation. ... 
Accounting Theory. 
Research Review. 


Total $10, 325.83 


Exhibit D 
American Accounting Association 
ANALYSIS OF CHANGES IN NET WORTH 
For the year ended December 31, 1960 
Joint 
General Life Advisory AAA Combined 
Fund Membership Council Fellowship Funds 
Fund Fund Fund 
Net Worth January 1, 1960............... $ 9,536.61 $19,226.98 $ — $23,662.34 $52,425.93 
Net Income for the year (Exhibits B and C). 7,327.68 3,679.26 — — $11,006.94 
Return on investment of AAA Fellowship 
Fellowship award payments. (6,000.00) (6,000.00) 
Contributions to Joint Advisory Council 
(net of printing expense $115.41)... : 2,659.59 2,659.59 
Contributions to AAA Fund 6,518.00 6,518.00 


Net Worth, December 31, 1960............. $16,864.29 $22,906.24 $2,659.59 $24,939.64 $67,369.76 


American Accounting Association 
NOTE TO FINANCIAL STATEMENTS 
As at December 31, 1960 
A, Salaries, office supplies, stationery, and other expenses of the Association office were apportioned between the 


General Fund and the Life Membership Fund on the basis of the ratio of the income of each fund to the total 
income of both funds. 
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THE TEACHERS’ CLINIC 


GLEN G. YANKEE 


Eprror’s Norte: This section of Taz Accountinc Review is devoted to matters of particular interest to ac- 
counting instructors. The contribution of articles bearing on the nature and Raspes of various types of accounting 


education, or dealing with techniques of accounting instruction, is invited. Ad 


all correspondence to Glen G. 


Yankee, School of Business Administration, Miami University, Oxford, Ohio. 


BRINGING REALITY INTO THE ACCOUNTING PROGRAM 


IrnvinGc K. CHRISTIANSEN 
John Carroll University 


The recommendations of the Commis- 
sion on Standards of Education and Exper- 
ience of the American Institute of Certi- 
fied Public Accountants are a plea for pro- 
fessional education that is both broad and 
realistic. Although the Commission be- 
lieves that the university can accomplish 
a large portion of the desired professional 
training, it does suggest that the curricu- 
lum be enriched with: 

. An internship program. 
. The use of case materials developed from the 
files of public accounting firms. 
3, Arrangements permitting accounting faculties 


to maintain close contact with those active in 
the practice of the profession. 


The Commission is seeking a fitting 
blend of experience and formal education. 
Their goal is four-fold: 


. To raise the standards of the profession. 

. To encourage the entry into accountancy of an 
adequate number of qualified individuals. 

. To screen out, as early as possible, those candi- 
dates who are unsuited by training or tempera- 
ment. 

. To acclerate the development of mature 
professional competence among the qualified 
young people entering the profession. 


Comptrollers and personnel directors in 
private industry also are seeking similar 
goals. They desire that the young men 
destined for accounting positions with 
major administrative responsibilities come 
to industry at an early age, well fortified 
with an education that is broad, intensive 
and realistic. 


The task of the university and the pro- 
fession is to formulate an adequate com- 
pound of formal education and experience. 
The courses and varieties of experience are 
training devices designed to give the 
student: 

1. Awareness and appreciation of accounting as 
a professional career. 

2. Help in deciding which particular field of ac- 
counting he should enter. 

3. Preparation for entering the profession at as 
early an age as is consistent with competent 
performance. 

. Foundation for future mature growth as an 
active, responsible practitioner. 


Just as the curriculum may be divided 
into liberal arts courses, core courses in 
business administration, and professional 
accounting courses, so also may experience 
be classified as vicarious, pre-graduation, 
and post-graduation. It is to these varie- 
ties of experience that we must look for 
realistic training devices. 


VARIETIES OF EXPERIENCE 


A review of practices within the profes- 
sion and within the schools of business 
indicates a wide variety of means of bring- 
ing reality into the program of accounting 
education. 


Vicarious experience 


. Office and plant visitations. 

. Audio-visual education materials. 
. Case materials. 

. Role playing. 

. Business simulation games. 
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6. Co-curricular activities. 

7. Business career days. 

8. Guest lecturers. 

9. Practice sets. 

10. Professional journals—subscriptions to 
and reading of these journals. 


Pre-graduation experience 


1. Cooperative work-study program. 

2. Summer employment. 

3. Internships. 

4, Part-time work while attending the uni- 
versity. 


Post-graduation experience 


1. Experience preceding admission to the 
CPA examination. 
2. Management development programs. 


SELECTED EXAMPLES 
Co-curricular activities 


An alumni discussion group on account- 
ing may be organized. One meeting a 
month may be scheduled for the academic 
year. The meetings may be conducted at 
either the university or a public or private 
accounting office; or, the meeting may be 
in the nature of an office or industrial plant 
visitation coupled with a discussion period 
following completion of the tour. 

A meeting may start off with a film, 
slides, or a tape recording, followed by a 
discussion period. 

Also, a meeting may start off with a 
panel, with the question-answer period at 
the end of the panel. Time and topic deter- 
mine pretty much the type of meeting. 

As to the panel type of meeting it should 
be mentioned that members of the panel 
represent public accounting firms, and 
commercial and industrial concerns. At the 
last meeting of each year (academic), a 
formal schedule of topics for the ensuing 
academic year is drawn up. During the 
course of the academic year—one month 
prior to the scheduled meeting—students 
(intermediate, advanced, cost, and audit- 
ing, principally) and accounting instruc- 
tors submit to the accounting department 
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questions of interest to them regarding the 
scheduled topic. A compilation of the 
questions is made and all members of the 
panel are provided with a copy to enable 
them to better gear their presentations to 
the needs and interests of the “uniniti- 
ated.”” The question-and-answer period 
which follows each panel serves to clarify 
misunderstandings and misconceptions, 
stimulates interest, and makes for a deeper 
appreciation and a better understanding of 
accounting and its place in our industrial 
society. 

For various psychological reasons not all 
questions will be brought before the panel. 
This difficulty may be overcome by asking 
the students to submit unsigned written 
questions and comments to the instructor 
during the first accounting class after the 
panel discussion. The questions and com- 
ments are turned over to the panel for 
consideration, which very often results in 
written replies vividly bringing reality into 
the classroom. 


Internships 


Internship training is a means of im- 
proving the effectiveness of academic 
training in accounting, and, as the case 
might demand, may be arranged on either 
of the three following bases: 


1. Quarter basis: 

The usual procedure is for the student to be 
employed on a full-time basis with either a public 
accounting firm or a private concern—industrial 
or commercial. The typical on-the-job-training 
period runs from the first week in January to the 
second week in March—a full academic quarter. 


2. Semester basis: 


The internship program on a semester basis 
may find the student employed on a full-time 
basis in public or private accounting from the 
latter part of November to early February, or 
from the first week in January to the second week 
in March. 

Serving an internship during the second of the 
aforementioned periods, the intern will miss 4 
number of classes and examinations—including 
the final—at the end of the first semester, and @ 
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number of classes will be missed at the beginning 
of the second semester. This creates a problem, 
but not an insurmountable one. Full cooperation 
on the part of the departments and faculties con- 
cerned will solve it without too much difficulty. 


3, Summer basis: 


On the summer basis the intern is employed 
from mid-June to approximately mid-September, 
a period which fits in ideally with the academic 
year. It presents no problem with respect to 
missed classes, examinations, and wholehearted 
cooperation of departments and faculties. How- 
ever, since most public accounting firms are not 
as busy during June, July, and August as they are 
during January, February, and March, there will 
be the problem of finding a public accounting 
firm with sufficient work to keep the intern busy 
on a full-time basis. One solution to this problem 
is for a student interested in industrial accounting 
to serve his internship during the summer, and 
preferably with a concern whose fiscal year, or 
operating budget year,’ ends in late summer or 
early fall. 


Rating of interns 


To prevent internships from taking on 
the aspects of part-time work, it would 
seem that a rating system should be estab- 
lished and used by the practitioner and 
the university. This would make for a 
tie-up of the evaluations of the intern by 
faculties and businessmen. Certainly it 
would provide the faculty with first-hand 
knowledge of what the student intern is 
doing. 

As to what factors an intern evaluation 
rating system should give consideration to, 
it would seem that the following constitute 
a bare minimum: 


1, Personal characteristics. 
2. Work habits. 

3. Knowledge of accounting. 
4. Professional interest. 


While there may be difficulty in measur- 
ing each of the four factors listed, probably 
the most important consideration is the 
development—jointly by employers and 
accounting instructors—of a common eval- 
uation form. 
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An ideal program 

It is readily admitted that there is no 
ideal solution to bridging the gap between 
theory and practice. However, it must also 
be admitted that there should be a solution 
approaching the ideal—bringing the great- 
est good to the greatest number (student, 
university, employer, and society as a 
whole). Therefore, the following program 
is set forth with an invitation for criticism 
thereof: 


End of Sophomore Year 
Summer employment—commercial or indus- 
trial 
Middle of Junior Year 
Internship—public accounting 
End of Junior Year 
Summer employment—commercial or indus- 
trial 
Middle of Senior Year 
Internship—public accounting 


EVALUATION 


Each technique for bringing realism into 
the training of accountants has advantages 
and disadvantages. The “Statements of 
Dissent” at the close of the Commissions 
report, STANDARDS OF EDUCATION 
AND EXPERIENCE FOR CPAs, indi- 
cate there are varying opinions on the 
value of experience preceding the admis- 
sion to the CPA Examination and on the 
significance of internships in the educa- 
tional preparation of accountants. 

There are potential advantages of pre- 
graduation and vicarious experiences in 
accounting. Bringing reality into the 
accounting program can: 

1. Give the student a realization of the wide sig- 


nificance of accounting in modern society. 
2. Present to the student an appreciation of the 


1 Many large industrial concerns, such as the auto- 
mobile manufacturers, plan and control their operations 
on the budget year basis commencing with the intro- 
duction of new models. (Definition of operating budget 
year, as provided by Harold C. Anderson, Comptroller 
of the Euclid Division, General Motors Corporation, 
Euclid, Ohio.) 
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personal and organizational problems of a 
career in accounting. 
3. Stimulate the student to specific thinking 
about a career in accounting. 
4. Improve the articulation between the univer- 
sity and the business community. 
. Develop within the accounting major a pro- 
fessional attitude. 
6. Encourage students toward a higher standard 
of performance in their academic work. 
7. Avoid routine teaching with its deadening 
effect upon student motivation. 


wn 


There are, however, dangers in an over- 
zealous desire to bring realism into the 
classroom. In the ‘‘Statements of Dissent,”’ 
J. S. Seidman and Richard S. Claire state: 
“But no matter how closely classrooms 
may try to simulate reality, they do not 
and cannot reproduce genuine accounting 
life.”” Too much attention to reality may 
distort the functions and goals of a univer- 
sity education. 


A MATTER OF BALANCE 


Bringing reality into the accounting 
program is, as is so frequently the case in 
education, a problem of prudent balance of 
means and ends. If the twin danger of 
“ivory-towerism”’ and “crude vocation- 
alism” are to be avoided, certain basic 
conditions must be fulfilled. 


1. It must always be remembered that there is a 
fine division of labor between the university 
and business community in the training of fu- 
ture certified public accountants and comp- 
trollers. Their contribution to the training of 
future members of the accounting profession 
is complementary, not competitive. The uni- 
versity should not waste its resources (human 
and material) trying to do what can be done 
more effectively in the field by actual on-the- 
job experience. 

. The faculty in accounting must individually 
and collectively have a judicious balance of 
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experience in the various professional areas of 

accounting and of theoretical knowledge. This 

balance may be developed in any one of the 
following ways: 

a. Faculty residency. 

b. Faculty fellowships. 

c. Summer conferences for teachers. 

d. Active role of teachers in professional asso- 
ciations. 

e. Current attention to the new developments 
in accounting as expressed in the profes- 
sional journals of accounting, finance, and 
management. 

f. Prudent use of part-time lecturers from the 
profession. 

g. Private practice, the extent of which must 
be tempered with common sense lest the 
instructor might lose sight of the fact that 
his primary role is one of teaching, stimu, 
lating interest in accounting, and research, 

3, The school of business must have whole- 
hearted support of the administration. The 
entire accounting staff must demonstrate 3 
real coordination of effort. When formulat- 
ing and installing an internship program, in 
particular, departments and faculties must 
cooperate fully. 

4. There must be a recognition of the valuable 
role co-curricular activity can play in the 
search for realism. 

5. It must be recognized that one cannot copy 
the program established in another university, 
but each accounting department must tailor- 
make its own program—and this program 
must continually be re-evaluated in terms of 
changing conditions. 


CONCLUSION 


The preceding paragraphs are a sum- 
mary of various ways of introducing 
reality into the accounting program. The 
need for blending classroom efforts with 
enriching supplementary activities is a 
continual challenge to accounting educa- 
tion, of which practitioners and teachers 
are well aware. It is an opportunity which 
may be realized in different ways in differ- 
ent universities. 
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Teachers’ Clinic 


SOME EXPERIENCE IN TEACHING ELECTRONIC DATA 
PROCESSING WITHOUT A COMPUTER 


CHARLES N. Moore 
University of Alabama 


Since the spring semester of 1957 a 
course has been offered in the School of 
Commerce and Business Administration 
entitled ‘‘An Introduction to Electronic 
Data Processing.’’ In the spring of 1959 a 
second course was inaugurated entitled 
“Problem Solving with Electronic Com- 
puters.”’ Since the fall of 1958 a corre- 
spondence course giving three semester 
hours credit (patterned after the “‘intro- 
ductory” course) has been offered. This 
course presently has about a dozen stu- 
dents enrolled from around the globe. As 
far as is known this is the first and only 
college credit correspondence course on 
EDP (electronic data processing) in exist- 
ence. 

Perhaps the unique part of this account 
isnot that three active courses in EDP are 
ofiered by the School of Commerce and 
Business Administration but that this has 
been done without an electronic computer 
within a radius of 60 miles from the cam- 


pus at Tuscaloosa. This does not mean to 


say, of course, that a computer is not 
needed—far from it! It simply is an indica- 
tion of what an educational institution can 
do as an interim measure in spite of the 
lack of adequate facilities. Experience to 
date indicates that a great deal can be done 
in anticipation of better and more ade- 
quate facilities and equipment. Although 
the courses have been handicapped in not 
having electronic equipment readily ac- 
cessible, the experience gained thus far 
assures that when any equipment does 
become accessible it will be more readily 
exploited. Furthermore, students graduat- 
ing in recent years have had the oppor- 
tunity to be instructed in this new and 
important field and have not found their 


training inadequate solely because of the 
lack of equipment. Thus with a minimum 
of expense it has been possible to interest 
several faculty members. With consider- 
able ingenuity and determination on their 
part, and a lot of cooperation on the part of 
other educational institutions and estab- 
lishments, it has been possible to introduce 
the students to some of the latest develop- 
ments in the business world. 

The objective specified in the three 
courses is not to train computer operators 
or programmers. Rather, the courses are 
intended to give the students enough 
information (and source material) so they 
are able to evaluate intelligently the 
impact and significance of electronic com- 
puters on the type of work for which they 
are being trained (whether accounting, 
statistics, engineering, or mathematics, 
etc.). As a minimum, a student should be 
able at the end of the courses to discuss 
both the advantages and limitations of 
electronic computers in general, and should 
be much less mystified by what they hear 
and read about “giant brains.’ The role 
and importance of trained and experienced 
persons in subject matter fields (account- 
ing, engineering, statistics, etc.) in making 
use of these computers is stressed. As a 
result the student’s perspective of how he 
can utilize these tools in his particular 
field of work should be much improved. In 
all three courses (particularly, in the sec- 
ond, which is largely programming) stu- 
dents are required to program problems 
(from definition to flow chart to machine 
language instructions). Until programming 
is experienced first hand, one never really 
fully comprehends the problem of bridging 
the gap between the man who has a prob- 
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lem to solve and the electronic computer 
which can perform the data processing part 
of the problem. Without programming 
experience one tends to be too gullible or 
too prone to debunk the work of a com- 
puter. 

In the classroom it has been possible to 
teach the students the principles of flow 
charting and writing programs of instruc- 
tions, but one does not get a sense of 
completeness unless it is possible to carry a 
problem all the way from definition to 
actual operation of the computer. In order 
to do this, arrangements were made with 
the Rich Electronic Computer Center at 
Georgia Institute of Technology to use 
their electronic computers for actual 
problem solving. Although it would, in 
general, be preferable to have the student 
run his own problems on the computer, the 
distance from the University to Atlanta 
(225 miles) precludes this as a practical 
arrangement. In lieu of this, the students’ 
data and instructions in punched card 
form have either been mailed or taken to 
the computer center for processing by the 
writer. In order to make it possible for the 
student to have practice in running ‘his 
individual problem, arrangements were 
made with Hayes Aircraft Corp. and 
Southern Bell Telephone Co. in Birming- 
ham (60 miles away) so that in one after- 
noon (and part of the night, if necessary) 
about a dozen students could “get on the 


computer” and run their problems, “de- 
bug,” and run them a second time, if 
necessary. 


During each semester, at least one field 
trip is made to various locations in Ala- 
bama to enable the students to see several 
different computer systems in operation on 
a variety of different computer problems. 
In past semesters the students have visited 
the computation laboratory at Redstone 
Arsenal, which probably has the greatest 
concentration of all types of electronic 
(analog and digital) computers under one 
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roof in the world. A trip to Birmingham § ing U 
makes it possible to see a variety of busi- 9 ness. 
ness and industrial applications of elec. his 
tronic computers (from the IBM 650 at § tics ; 
Southern Bell and Hayes Aircraft to the — Hea 
IBM 705 at Tennessee Coal and Iron § cal c 
Division of U. S. Steel). In the spring of § assig 
1959 a field trip was made to Montgomery, § an “: 
the State Capital, where it was possible for — and! 
the students to observe the UNIVAC Tin § jn th 
operation on a rather unique data process adva 
ing problem (processing correspondence — who 
course records) at the Air University, to } troni 
observe the use of an IBM 650 at the § just; 
Highway Department on “cut and fill” — in a 
type civil engineering problems, and the 
use of an IBM 650 Tape RAMAC by the § adva 
State Comptroller. ing 
Information coming back to the campus prev: 
from former students indicates that even f thet 
these introductory courses have had af selec 
significant effect on the direction and type Ff ploy 
of work being done by several of ou In 
graduates in business administration. In § cour: 
several cases it was learned that the mere f fora 
presence of a course in EDP on the stu- 
dent’s record initially attracted the atten- f 
tion of company interviewers. One student f 
indicated that the information obtained in f 
the introductory course was very helpful in f 
an advanced stage of his interview at the 
company office in making it possible for f 
him to communicate with the employer 
and readily comprehend some of the prob- f 
lems the company was planning to solvef In 
with the aid of their new electronic com- by 
puter. One accounting graduate accepted? 
job with a national public accounting firm muc 
and was scheduled to go into auditing.) stud 
When it was learned that the new em our 
ployee was familiar with EDP (having had are j 
one of the courses on the campus) he was{) thes 
given the opportunity to change into the} but 
new and fast growing management services) be a 
department. Another former student ’— M 
teaching a similar course in EDP fo thre 


accounting students in one of the neighbor | 
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*) with, perhaps, the most usual requirement 


ing Universities. Another student, a “busi- 
ness statistics” major, has capitalized on 
his background in mathematics and statis- 
tics and his familiarity with computers. 
He accepted a position with a large chemi- 
cal company in the Southeast and was 
assigned to the accounting department as 
an “analyst.” His background in statistics 
and his familiarity with EDP (as obtained 
in the introductory course) gave him an 
advantage over others in the department 
who had no previous knowledge of elec- 
tronic computors. “Getting the jump” is 
just as important in the business world as 
in any game, and this former student’s 
familiarity with EDP gave him an initial 
advantage. In fact, this young “account- 
ing analyst” told the writer that his 
previous familiarity with EDP was one of 
the things that the company considered in 
selecting him over other prospective em- 
ployees. 

In conclusion, the experience with these 
courses indicates that it is not necessary 
for an educational institution to deny the 
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students the opportunity to be informed 
concerning the “mysteries” of electronic 
computers just because one is not available 
on the campus. Although student and 
faculty research on a continuing basis 
which necessitates the use of an electronic 
computer is hardly feasible without access 
to a computer, it has been found that it is 
both desirable and practical to offer 
introductory and even problem-solving 
courses. These courses serve to open the 
students’ minds to both the potentialities 
and limitations of electronic computers, 
and often lead the students to opportuni- 
ties in this new and fast growing field 
which otherwise they might have ignored. 
In addition, when it is financially practical 
to purchase or rent an electronic computer 
for full time use in instruction and re- 
search, it should be possible for the educa- 
tional institution to exploit this powerful 
computing tool for instruction and re- 
search with a minimum of lost time and 
effort. 


MATHEMATICS IN THE ACCOUNTING CURRICULUM 


A. FRANKLIN MuRPH 
Texas Christian University 


In recent years, the curriculum followed 
by the accounting student (and other 
business students) has been the subject of 
much study and discussion. Most of these 


| studies have reached the conclusion that 
) our present requirements in mathematics 


are inadequate. There is little doubt that 


F these requirements need strengthening, 
= but there is a question of how this should 
be accomplished. 


Most schools are now requiring either 
three or six semester hours of mathematics 


being one semester of algebra and one 
semester of mathematics of finance. With 
the development of the electronic com- 
puter and the increased use of mathematics 
in decision making, the accountant obvi- 
ously needs a stronger background than 
would be provided by these courses. 
Admittedly, the accountant may not have 
to actually program the computer, but he 
must understand its capabilities and some- 
thing of how it operates. Nor will the 
accountant necessarily be called upon to 
solve problems in linear programming or 
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game theory, but he will be called upon to 
supply data to the people who are solving 
these problems. To supply data that are 
meaningful for the problem he must under- 
stand the general nature of the problem 
and what its solution will mean to the 
company. 

Some schools have attempted to meet 
this problem by increasing the number of 
semester hours of mathematics required 
for a degree, a few requiring one semester 
of calculus. This seems to be an unsatisfac- 
tory solution to the problem. Courses in 
mathematics have traditionally been de- 
signed to meet the needs of those who are 
following a curriculum in science or engi- 
neering. As a result, an accounting student 
could take the standard mathematics 
courses through calculus and still not have 
all the mathematics he needs, although he 
would certainly have much that he does 
not need. 

The solution to the problem should be 
couched not in terms of how much mathe- 
matics the accounting student should have 
but what mathematics he should have. In 
the opinion of this writer, the basic require- 
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ment in mathematics for business students 
should include a study of the following 
topics: set theory, matrix algebra, proba- 
bility, functional relationships, and basic 
differential and integral calculus. As the 
courses are presently constituted, it would 
be necessary to take five or six semesters of 
mathematics to cover these topics. How- 
ever, a course could be designed which 
would give the business student what he 
needs to know of these topics in two 
semesters. Such a course would presuppose 
only two years of high school algebra. 

The redesigning of the mathematics 
curriculum to meet the needs of business 
students will require the highest level of 
cooperation between the business and 
mathematics faculties. The business teach- 
ers must help in outlining the courses and 
the mathematician must be willing to 
teach this material with examples from 
business and economics. This will requirea 
great deal of research and study on the 
part of both faculties, but the results 
should more than justify the time and 
effort expended. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN AND JOHN H. CHAMBERLAIN 


Institute of Certified Public Accountants and were presented as the second half of 
the C.P.A. examination in accounting practice on November 3, 1960. 
The candidates were required to solve problems 1, 2 and 3 and any two of the remain- 
ing three problems. 
The suggested time allowances are as follows: 


Te: following problems were prepared by the Board of Examiners of the American 


Problem 1 30 to 40 minutes 

Problem 2 30 to 40 minutes 

Problem 3 50 to 70 minutes 

Problem 4) 

Problem ‘| 80 to 120 minutes for any two problems 
Problem 6 


Number 1 


The partners of Able, Bright, Cool and Dahl have decided to dissolve their partner- 
ship. They plan to sell the assets gradually in order to minimize losses. They share profits 
and losses as follows: Able, 40%; Bright, 35%; Cool, 15%; and Dahl, 10%. Presented 
below is the partnership’s trial balance as of October 1, 1960, the date on which liquida- 
tion begins. 


Debit Credit 
$88,500 $88,500 


Required: 


a. Prepare a statement as of October 1, 1960 showing how cash will be distributed 
among partners by installments as it becomes available. 
b. On October 31, 1960, cash of $12,700 became available to creditors and partners. 


| How should it be distributed? 


c. If instead of being dissolved, the partnership continued operations and earned a 
profit of $23,625, how should that profit be distributed if, in addition to the aforemen- 


| tioned profit sharing arrangement, it was provided that Dahl receive a bonus of 5% of 
_ the net income from operations after treating such bonus as an expense? 
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Number 2 


You are engaged to audit the accounts of XYZ, Inc. Following is an analysis of the 
retained earnings account of XYZ, Inc. for the year ended December 31, 1959: 


Loss on sale of land used in n the (25 ,000) 
Amount appropriated for general contingencies. . (10,000) 
Balance at December 31, 1959................ $1,015 ,000 


Your audit and review of the income and expense accounts for the year reveal the 
following information: 

1. Interest of $500 on City of X bonds was received during the year. 

2. Insurance expense includes premiums of $800 paid for insurance on the life of an 
officer, the corporation being the beneficiary of the policy. The year’s increase of $600 in 
the cash surrender value of the policy was credited to this account, leaving a net expense 
of $200. 

3. Included in the net income for the year was a net gain of $1,500 on the sale of the 
following assets: 

Gain or (loss) 


Except for the U.S. Government bonds, the assets had been held for at least 6 months 
at date of sale. 

4. The provision for Federal income taxes was $40,000. Interest of $300 paid on a 
Federal tax deficiency was charged against the liability for Federal income taxes recorded 
in the accounts. 

5. Depreciation expense includes $1,800 on an emergency facility acquired under a 
certificate of necessity. This amount was computed on the basis of the useful life of the 
asset to the corporation, whereas the amount allowable under the certificate, $5,000, will 
be claimed as a tax deduction. 

6. Original organization expenses incurred on January 1, 1946, $1,000, were written 
off to income in 1959. 

7. Miscellaneous income and expense was composed of the following items: 


Income or (expense) 
Adjustment of property accounts resulting from the capitalization of certain 
repairs by the revenue agent for the year 1956 (Note 1).................2005- J 
(1,000) 


(Note 1): The company’s Federal income tax returns for the years 1955 through 1958 
were examined in 1959 by a revenue agent, and $10,000 of repairs deducted as an expense 


in the return for 1956 was capitalized by the revenue agent. Allowable depreciation is 
thereon through 1958 was $6,000. Proper depreciation on these items was recorded in the © 


accounts for the year ended December 31, 1959. 
8. A contribution of $10,000 was paid to the City of X community chest. 
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9, The land was sold on July 1, 1959 and had been owned for over 5 years on that date. 


This land 
Required: 


was used, until it was sold, for storage of company dies and patterns. 


Prepare a schedule showing computation of taxable income for X YZ, Inc., for the year 
1959. All supporting computations should be shown in good form. 


Number 3 


On January 10, 1960, The Radot Corporation engages you to adjust the books and 


prepare a 


balance sheet at December 31, 1959 that will conform with generally accepted 


accounting principles. You begin by preparing the following trial balance as of December 
31, 1959 from the general ledger. 


Subsequent examination discloses the following: 
1. Cash 


a. 


b. 


The bank letter of confirmation shows a cash balance of $16,000 at December 
31, 1959. 

Examination of returned checks received with the January 15, 1960 cut-off 
statement reveals $3,000 of checks dated December 31, 1959. The checks were 
for unrecorded 1959 expenses. 


. The cash deposits made December 31, 1959 for $1,700 and January 2, 1960 for 


$900 were both recorded by the bank on January 3, 1960. The deposits were for 
unrecorded cash sales. 


. One of the checks returned January 15, 1960, dated December 31, 1959 for $300 


for a 1959 expense was actually not written until January 3, 1960; the check 
was recorded as of December 31, 1959. 


2. Accounts receivable 
Analysis of accounts receivable reveals that with two exceptions all appeared collecti- 
ble at December 31, 1959. 


a. 


The Ambrosia Butane Distributors had fallen into receivership and were ex- 
pected to realize only $.40 on the dollar. The December 31, 1959 balance was 
$5,000. On February 17, 1960, $4,000 was recovered. 


. The Wimberly Mercantile Association had not paid anything on their balance 


of $3,000 and this account was written off as uncollectible since Albert Wim- 
berly, president of the Association, had informed your client in December, 1959 
that it appeared impossible that current obligations could ever be met and 
that mortgage holders would probably absorb all asset proceeds in the event 
of liquidation. However, on March 2, 1960, ten days before issuance of your 
report, $1,500 was received as final settlement on this account. 
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. Allowance for bad debts 
The $3,000 balance is the amount expected to absorb the loss on The Ambrosia 

Butane Distributors account. 

. Inventories 

a. Inventory in the amount of $9,000 is priced at net realizable value (regular 

sales price less marketing costs). 

. Current cost of replacement of inventory mentioned in (a) above is $7,000. 

. Estimated marketing costs are 10% of sales price. 

. Goods are priced to return a 40% gross profit based on sales. 

. Inventory in amount of $1,000 represents goods received on a consignment 

basis for which a liability has been recorded. These goods were priced at cost. 

. Investments 

a. $5,000 of the balance represents the cost of 1,000 shares of the Xelo Corpora- 
tion, an unconsolidated subsidiary. Market value of these shares at December 
31, 1959 was $1,700. The market is not expected to recover in the foreseeable 
future. 

b. $1,000 represents the cost of Brentlow, Incorporated bonds due August 1, 1979. 
Interest is payable February 1 and August 1 at 6%. The bonds were purchased 
at par, but would sell on the open market for $1,040. 

c. The remaining $11,000 represents the cost of temporary investments. Market 
value at December 31 was $10,400. 

. Fixed assets 

The balance in this account represents the cost of various equipment which was 
purchased at date of incorporation, January 1, 1958. One truck costing $6,000 was 
sold for $5,000 December 31, 1959, the proceeds being credited to accumulated 
depreciation. 

. Accumulated depreciation 

a. No entries have been made in this account except for the $5,000 realized from 
the sale of equipment. 

b. Equipment when purchased was expected to have a 10-year life, with a 10% 
salvage value. 

c. You agree with the client to set up depreciation on a straight-line basis for book 
purposes and on a declining-balance method for Federal income tax purposes. f 
Proper depreciation was taken for tax purposes the previous year on a declin- 
ing-balance method. 

. Accounts payable 

The entire account of $6,000 is due to one creditor for consigned merchandise, § 
$1,000 of which is still on hand. 

. Notes payable 

The following is a trial balance of notes payable (interest payable semiannually { 
on exact due dates): 


Date of Interest 


Creditor Note Rate Due Date Amount 
Brumalow and Breichour, Ltd................... 1/ 1/59 6% 1/ 1/60 $ 5,000 
Lawson Hickey, Incorporated................... 6/30/59 5% +. 4,000 


* Principal payable in semiannual installments of $2,000 beginning December 31, 1960, 
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10. Capital stock 
The following analysis was obtained: 


Balance, January 1, 1959 (1,000 shares @$100 par)............. $100 ,000 
Deduct repurchase of 250 shares, still in treasury............... 25, 


11. Retained earnings 
The following is an analysis of retained earnings since date of incorporation, per 
client’s records: 


Date Explanation Amount 
1/ 1/58 Premium on stock sold (1,000 shares). ees $ 10,000 
12/31/59 Loss on purchase of treasury ( 2,000) 


12. You estimate the accrued Federal income tax as of December 31, 1959 to be 
$17,043.40. 


Required: 


Prepare a worksheet showing account balances per books, any adjustments you con- 
sider necessary, and adjusted balances. Also, indicate which balances you would consider 
to be current, which balances noncurrent, and which balances would be shown in the 
stockholders’ equity section of the balance sheet. Prepare schedules of inventories, 
depreciation, and deferred taxes in good form. (Note: It is not necessary to prepare a 
formal balance sheet or journal entries for any adjustments you determine.) 


Number 4 


The Johnson Appliance Company started business on January 1, 1959. Separate 
accounts were established for installment and cash sales, but no perpetual inventory 
record was maintained. 

On installment sales, the price was 106% of the cash sale price. A standard installment 
contract was used whereby a down-payment of one-fourth of the installment price was 
required, with the balance payable in 15 equal monthly installments. (The interest 
charge per month is 1% of the unpaid cash sale price equivalent at each installment.) 

Installments receivable and installment sales were recorded at the contract price. 
When contracts were defaulted the unpaid balances were charged to bad debt expense. 
Sales of default merchandise were credited to bad debt expense. 


Sales: 


Inventory, January 1, 1959: 


Purchases, 1959: 

Inventories, Physical, December 31, 1959: 

Cash Collections on Installment Contracts, 1959: 


(average 6 monthly installments on all contracts except on defaulted contracts) 
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Five contracts totaling $1,060 were defaulted, in each case after three monthly install- 
ments were paid. 
Interest should be recognized in the period earned. 


Required: 


a. The gross profit percentage for 1959. 

b. A schedule showing, by payment for the first seven months: the cash sale price 
equivalent, the contract balance, the amount of interest earned, and the cash collected 
on a $1,060 installment sale contract. 

c. The net gain or loss on defaulted contracts during 1959. 

d. The realized gross profit for 1959. 


Number 5 


You are engaged in an audit of the ABC Manufacturing Company’s financial state- 
ments as of December 31, 1959, and are in the process of verifying the pricing of the 
company’s inventory of work in process and finished goods which is recorded on the 
company’s books as follows: 

Finished goods inventory, 110,000 .. $504,900 
Work in process inventory, 90,000 units, 50% completed....................... 330 , 480 

The company follows the practice of pricing the above inventories at the lower of cost 
or market on a first-in, first-out method. You learn that materials are added to the pro- 
duction line at the start of the process, and that overhead is applied to the product at the 
rate of 75% based on direct labor dollars. You also learn that the market value of the 
finished goods inventory and the work in process inventory is greater than the amounts 
shown above, with the exception of the defective units in the ending inventory of finished 
goods, the market value of which amounts to $1.00 per unit. 

A review of the company’s cost records shows the following information: 


Amounts 
Units Materials Labor 

Beginning inventory, January 1, 1959, 80% completed.............. 100,000 $100,000 $160,000 

Units completed in 1959— 


Finished goods inventory at December 31, 1959, includes 10,000 de- 
fective units 


You also learn that the defective units occur at the end of the process, i.e., units are 
found to be defective at the point of final inspection. 
Required: 

a. Schedules indicating: 


1. Effective or equivalent production. 
2. Unit costs of production of materials, labor and overhead. 
3. Pricing of inventories of finished goods, defective units, and work-in-process. 


b. The necessary journal entry(ies), if any, to correctly state inventory valuation of 
finished goods and work-in-process. (Ignore income tax considerations.) 
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Number 6 


The City of Larkspur provides electric energy for its citizens through an operating 
department. All transactions of the Electric Department are recorded in a self-sustaining 
fund supported by revenue from the sales of energy. Plant expansion is financed by the 
issuance of bonds which are repaid out of revenues. 

All cash of the Electric Department is held by the City Treasurer. Receipts from 
customers and others are deposited in the Treasurer’s account. Disbursements are made 
by drawing warrants on the Treasurer. 

The following is the post closing trial balance of the Department as at June 30, 1959: 


Cash on deposit with City Treasurer......................05. $ 2,250,000 

Accumulated depreciation—electric $10,000 ,000 

Accounts payable and accrued liabilities...................... 3,270,000 

$60,000,000 $60,000,000 


* The plant is being depreciated on the basis of a 50 year composite life. 


During the year ended June 30, 1960 the Department had the following transactions: 


. Sales of electric energy—$10,700,000. 
. Purchases of fuel and operating supplies—$2,950,000. 
. Construction of miscellaneous system improvements (financed from operations)— 


$750,000. 


. Fuel consumed—$2,790,000. 

. Miscellaneous plant additions and improvements placed in service—$1,000,000. 
. Wages and salaries paid—$4,280,000. 

. Sale on December 31, 1959 of 20 year 5% Electric Revenue bonds, with interest 


payable semiannually—$5,000,000. 


. Expenditures out of bond proceeds for construction of Larkspur Steam Plant Unit 


No. 1 and control house—$2,800,000. 


. Operating materials and supplies consumed—$150,000. 


10. Payments received from customers—$10,500,000. 
11. Expenditures out of bond proceeds for construction of Larkspur Steam Plant Unit 
No. 2—$2,200,000. 
12. Warrants drawn on City Treasurer in settlement of accounts payable— 
$3,045,000. 
13. Larkspur Steam Plant placed in service June 30, 1960. 
Required: 


A worksheet for the Revenue Fund of the Electric Department showing: 


1. 
2. 


The balance sheet amounts at June 30, 1959. 
The transactions for the year. (Note: Journal entries supporting your transactions 
are not required.) 


3. The balance sheet amounts at June 30, 1960. 


4. The sources and applications of funds during the year. 


ate- 
the 
the 
cost 
pro- 
the 1 
the y) 
nts § 3 
4 
| 
r 7 
00 
t 


808 The Accounting Review 


Solution to Problem 1 


ABLE, BRIGHT, COOL AND DAHL 
a. Order of Distribution of Cash 


Total Able Bright Cool Dahl 
Partners accounts (combined)................. $85,500 $26,000 $31,500 $18,000 $10,000 
Amount of loss that would extinguish Able’s 
65,000 26,000 22,750 9,750 6,500 
Amount of loss that would extinguish Bright’s 
15 ,000 8,750 3,750 2,500 
$ 5,500 $ 4,500 $ 1,000 
Amount of loss that would extinguish Dahl’s 
Balances remaining...................000: $ 3,000 $ 3,000 
Cash should be distributed as follows: 
All in excess of $20,500................... 40% 35% 15% 10% 
b. Distribution of Cash on October 31, 1960: 
Total Creditors Able Bright Cool Dahl 
To partners: 
The next $4,200: 
$12,700 $ 3,000 $ 2,450 $5,550 $1,700 
c. Distribution of Profit and Bonus 
Calculation of bonus: 
$23,625 = 105% of net income 
$22,500 = 100% of net income 
$ 1,125= 5% of net income and Dahl’s bonus 
Total Able Bright Cool Dahl 
$ 1,125 $1,125 
Distribution of net income after bonus.......... 22,500 $9,000 $7,875 $3,375 2,250 
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Solution to Problem 2 


X Y Z, INC. 
COMPUTATION OF TAXABLE INCOME 
For the Year Ended December 31, 1959 


Add: 
Net capital loss (U. S. and municipal bonds)—not deductible currently but may be carried 
forward five years and offset against future capital gains...................-2.0--- 2,500 53,700 
Loss on sale of land (deductible as an ordinary loss since losses from the sale of business 
property exceed gains from the sale of business property)............--2.e0+eeeeeee $25 ,000 
Excess of allowable depreciation over depreciation per books on an emergency facility. . . 3,200 
Credit to income arising from adjustment of property accounts (amount reflected in 1956 
Net taxable income before charitable contribution $ 90,700 
Charitable contribution deduction—5% of $90,700 (the non-deductible portion of the con- 
tribution to the Community Chest, $5,465, may be carried forward for two years)............... 4,535 
Solution to Problem 3 
THE RADOT CORPORATION 
BALANCE SHEET WORKSHEET 
December 31, 1959 
Balance per Books Adjusted Balances 
December 31, 1959 Adjustments December 31, 1959 
Dr. Cr. Dr. Cr. Dr. Cr. 
. $ 16,000 (2) $ (1) $ 3,000 $ 15,000 Current 
Accounts receivable... . . a 17,000 (4) 1,500 18,500 Current 
Accrued interest receivable ‘ (9 25 25 Current 
Allowance for bad debts. . . : $ 3,000 (4) 2,000 $ 1,000 Current 
10,000 (5) 3,000 6,000 Current 
(6) 1,000 
Investments—short-term...... 17,000 (7) 5,000 10,400 Current 
(8) 1,600 
Investments—long-term. . . , (8) 1,000 1,000 Noncurrent 
Investment in Xelo Corp. . (7) 1,700 1,700 
Fixed 148 ,000 6,000 142 ,000 Noncurrent 
Accumulated depreciation. . . ‘ ; 5,000 (10) 20,560 25,560 Noncurrent 
Accrued interest payable. .. . (11) 150 150 Current 
Accounts payable........... : 6,000 (6) 1,000 (3) 300 5,300 Current 
1 Accrued federal income taxes ‘ (15) 17,043 17,043 Current 
Notes payable—short-term .. , 14,000 (12) 2,000 12,000 Current 
Notes payable—long-term . . ; (12) 2,000 2,000 Noncurrent 
Deferred federal income taxes ; (15) 13,291 13,291 Noncurrent 
Capital stock. .... 75,000 (13) 25,000 100,000 Stockholde: 
Retained earnings ; . 105 ,000 (1) 3,000 (2 1,700 35,281 Stockholders 
(5) 3,000 3,500 
(7) 3,300 9 25 
(8) 600 
(10) 26,560 
(11) 150 
E (14) 8,000 
(15) 30,334 
Treasury stock... ... (13) 25,000 27,000 Stockholders 
4 (14) 2,000 
7 Capital surplus ; (14) 10,000 10,000 Stockholders 
$208,000 $208,000 $113,169 $113,169 $221,625 $221,625 
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THE RADOT CORPORATION 
KEY TO ADJUSTMENTS 


2 To record disbursements made 12-31-59 for unrecorded expenses. 
(2) To record unrecorded cash sales (it is assumed that the $ was for sales in 1960) 
(3) To reverse a disbursement recorded as of 12-31-59 but made in the following pe 


(4) = reduce the allowance for doubtful accounts to the prumeee amount (Ambrosia Butane Distributors: $1,000) and to reinstate the 


tible portion of the receivable due from Wimberly Mercantile Association. 
(5) To record the company inventory at lower of cost or market—per Schedule I. 
(6) To eliminate consigned inventory from the accounts. 
(7) To reclassify and to adjust to market the investment in the Xelo Corporation. 
(8) To reduce temporary investments to market and to reclassify bonds to long-term investments. 
(9) To record accrued interest receivable on bond. 
(10) To adjust accumulated depreciation, retained earnings, and fixed assets—per Schedule II. 
(11) To record accrued interest on wae poms to —_— and Breichour, Ltd. 
(12) To reclassify non-current portion of notes payable. 
(13) To reclassify treasury stock. 
(14) To reclassify capital surplus and part of the cost of treasury stock. 
(15) To record current and deferred federal taxes on income—per Schedule III. 


THE RADOT CORPORATION 
Schedule I 
Inventory at December 31, 1959 at lower of cost or market: 


ost: 
Net realizable value or 90% of sales price. . 


JR, PERG $ 9,000 
100% of sales _ , $ 10,000 
Less gross profit—40% of sales price. 4,000 
Cost of inventory and valuation for financial statement since cost is less than market. . $ 6,000 
Schedule II 
Depreciation from January 1, 1958 to December 31, 1959: 
Cost of assets acquired January 1, 1958. $148,000 
Amount to be depreciated—10% per year... $133,200 
Amount of Adjustment To 
Fixed Retained Accumulated 
Assets Earnings Depreciation 
Depreciation from 1-1-58 to 12-31-59. $(26 , 640) $26 ,640 
Automobile sold: 
$6,000 $(6,000) 
Depreciation to 12- 31-59. 1,080 (1,080) 
$4,920 
$ 80 80 
$(6 ,000) $(26 , 560) $25,560 
Accumulated depreciation at 12-31-59 per books. 5, 
Amount of adjustment..................... $(6 ,000) $(26 , 560) $20,560 
Schedule ITI 
Deferred federal income taxes: 
Accumulated depreciation at 12-31-59—tax basis: 
$29 , 600 
Accumulated depreciation on auto retired......................0000000. (2,160) 


52% of excess—deferred federal taxes........... 


c. G 


Cc 


state the 


Solution to Problem 4 


a. 1959 Gross Profit Rate 


Sales: 
Installment: 
Sales including unearned finance si $265 ,000 
Unearned finance charges (6/106ths of 15,000 250,000 
Cost of sales: 
Ending inventory (exclusive of repossessed merchandise)..............ceceeeeceeeeeeeeeeees 3, 
b. Schedule of Collections and Earned Finance Charges: 
Installment receivable (collectible at the rate of $53 per month).......................... $ 795 


Collection of installments: 


Accounting Practice 


JOHNSON APPLIANCE COMPANY 


Earned Finance 


Balance at Beginning of Month Charge—1% of 
Month Cash Principal Balance Principal 
Principal Contract Collections at Beginning Collection 
Balance Balance of Month 
1 $265.00 $265.00 
2 $735 .00 $795.00 53.00 $ 7.35 45.65 
3 689.35 742.00 53.00 6.89 46.11 
4 643.24 689 .00 53.00 6.43 46.57 
5 596.67 636.00 53.00 5.97 47 .03 
6 549.64 583.00 53.00 5.50 47.50 
7 502.14 530.00 53.00 5.02 47 .98 
$583 .00 $37.16 
c. Gain on Defaults: 
Principal balance at date of default (balance at end of fourth month, part b)................ $596.67 


unveslined gross profit (57.75% of 225.24 
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d. Realized Gross Profit: 
Installment saijes: 
Subsequent installments: 
Total including payments on defaulted contracts and finance charges...... $79,341.00 
Less: 
Receipts from defaulted contracts (159.00) 
Earned finances charges: 
Installment sales at cash sales price (exclusive of defaulted 


Rate earned per $1,000. $37.16 
Principal collections on installments other than defaulted contracts....... $69,929.16 


Realized gross profit on installment sales other than defaulted installments—37.75% of 


Realized gross profit 0 on defaulted contracts, 37.75% of principal collections of $138.33 

$ 99,024.86 


Note 1. The amount, $138.33, is the principal collections shown on the first three installments in part (b)— 
$45.65+-$46. 11+$46. 57 = $138.33. 


Solution to Problem 5 


ABC MANUFACTURING COMPANY 


December 31, 1959 
a. Equivalent production and unit costs: 


Labor and 
Material Overhead Total 
Units completed in 1959........... dla. 510,000 510,000 
Units in work in process at 12-31-59: 
90 ,000 
50% complete as to labor and overhead......................... 45 ,000 
Less units in work in process at 1-1-59: 
100% complete as to materials.............. 100 ,000 
80% complete as to labor and overhead... . 80,000 


500,000 475,000 


Equivalent production................. 


Material costs incurred. $550,000 
Labor and overhead costs (175% of $997, 500)... $1,745,625 


Inventory valuation: 
Finished goods: 
Defective units—10,000 units @$1.00... 


Work in process: 
Labor and overhead—90, 000 units @$3. 


b. Necessary journal entry to correctly state inventory valuation: 

Finished goods inventory. . 


Sol 


Cast 


Acc 


Si 


Due 
Oth 
Con 
Lan 
Elec 
Acc 
Ace 
li 
5% 
Ino 
$487 ,500 
$264,375 


5.00 
9.38 
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Solution to Problem 6 


CITY OF LARKSPUR—ELECTRIC DEPARTMENT 
BALANCE SHEET WORKSHEET 
For the Year Ended June 30, 1960 


Balances per Books Transactions from Balances at 
June 30, 1959 June 30, 1959 to June 30, 1960 June 30, 1960 
Dr. or: Dr. Cr. Dr. Cr. 
Cash on deposit with City Treasurer. $ 2,250,000 R $ 5,000,000 % $ 4,280,000 $ 5,425,000 
(10) 10,500,000 (8) 2,800,000 
Due from customers. ............- 2,120,000 (1) 10,700,000 (19 10,500,000 2,320,000 
Other current assets. ............. 130,000 (2) 2,950,000 140,000 
Construction in progress........... 500,000 (3) 780,000 3 1,000,000 250,000 
(8) 2,800,000 (13) 5,000,000 
(11) 2,200,000 
50,000,000 1,000,000 56,000,000 
(13) 5,000,000 
Accumulated depreciation— 
electric plant $10,000,000 (14) 1,010,000 $11,010,000 
Accounts payable and accrued 
liabilities 3,270,000 (12) 3,045,000 5,050,000 
(15) 1,125,000 
5% electric revenue bonds......... 20,000,000 (7) 5,000,000 25,000,000 
Income and expense.............. % 2,790,000 (10) 10,700,000 
(6) . 4,280,000 
(9) 150,000 
(14) 1,010,000 
16) 1,345, 
Accumulated earnings............. 26,730,000 (16) 1,345,000 28,075 ,000 
$60,000,000 $60,000,000 $54,645 ,000 $54 ,645 ,000 $69,135,000 $69,135,000 
Nore: All Seepestions above are keyed in the order of = transactions presented in the problem except for: 
14) Depreciation for the year ended June 30, 19 
On pl plant in service at Jume 30, 1959.........ceeeecececccccccccsccccccceeccsseseresesece $1,000,000 
On plant placed in service during the period: 
(15) Interest expense on revenue bonds: 
On $5,000,000 at 5% for one-half year 125,000 
(16) To close income and expense to accumulated earnings. 
CITY OF LARKSPUR—ELECTRIC DEPARTMENT 
SOURCE AND APPLICATION OF FUNDS 
From June 30, 1959 to June 30, 1960 
Schedule of changes in working capital: 
June 30 
Increase 
1959 1960 
Due from customers. . 2,120,000 2,320,000 


Source and application of funds: 
Funds provided from: 


Operations: 


wnt 


~ 


Funds applied to construction of electric plant (including construction in progress).............. 
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EXAMINATION IN THEORY OF ACCOUNTS 


CHARLES T. ZLATKOVICH 


November, 1960, Uniform CPA Ex- 

amination was given Friday, No- 

vember 4, from 1:30 to 5:00 p.m. There 

were two groups of questions as follows: 
Estimated Minutes 


Tx theory of accounts portion of the 


Minimum Maximum 


Group I (All required): 


Total for Group I 
Group IT (Two required) 


Total for examination 


Number 1 
minutes) 


(Estimated time—15 


Consider each of the items below. You 
are to indicate the nature of the account or 
accounts to be debited when recording 
each transaction using the preferred ac- 
counting treatment by placing an “X”’ in 
the proper column on the answer sheet 
provided. Prepayments should be recorded 
in balance sheet accounts. Disregard in- 
come tax considerations unless instructed 
otherwise. 

Column 

A — Asset(s) only 

B — Accumulated amortization, depletion or de- 
preciation only 

C — Expense only 

D — Asset(s) and expense 

E — Some other account or combination of ac- 
counts 

1. The Talbot Co. spent $8,600 during 
the year for experimental purposes in 
connection with the development of its 
product. This is approximately the same 
amount that the company has been spend- 
ing for this purpose annually for many 
years. 


2. In April, the West Co. paid cash of 
$2,800 because a suit was lost in defense of 
a patent infringement case. 

3. The Miller Co., plaintiff, paid $5,000 
in legal fees in December, in connection 
with a successful infringement suit on its 
patent. No damages were awarded. 

4. The Placey Company recently pur- 
chased land and two buildings for a total 
cost of $35,000, and entered the purchase 
on the books. Razing costs of $1,200 were 
incurred in removing the smaller building, 
which had an appraised value at acquisi- 
tion of $6,200, in order to make room for 
new construction. 

5. In March, the Bijou Theatre bought 
projection equipment on the installment 
basis. The contract price was $23,610, pay- 
able $5,610 down, and $2,250 a month for 
the next eight months. The cash price for 
this equipment was $22,530. 

6. On June 1, the Geneva Hotel in- 
stalled a sprinkler system throughout the 
building at a cost of $13,000. As a result 
the insurance rate was decreased by 40%. 

7. The Dibble Company traded its old 
machine with a net book value of $3,000 
plus cash of $7,000 for a new one which had 
a fair market value of $9,000. 

8. A motor in one of Company B’s 
trucks was overhauled at a cost of $600. It 
is expected that this will extend the life of 
the truck for two years. 

9. The cost of re-arranging machinery 
which had originally cost $130,000, includ- 
ing installation, in order to improve pro- 
duction was $450. 

10. An improvement, which extended 
the life but not the usefulness of the asset, 
cost $6,000. 

11. Joe Donald and Frank Rice, mainte- 
nance repair men, spent five days in un- 
loading and setting up a new $6,000 pre- 
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cision machine in the plant. The wages 
earned in this five-day period totaled $240. 

12. The Edison Electric Company re- 
corded the first year’s interest on 6%, 
$100,000 ten-year bonds sold a year ago at 
94, The bonds were sold in order to finance 
the construction of a hydroelectric plant. 
Six months after the sale of the bonds the 
construction of the hydroelectric plant 
was completed and operations were begun. 

13. The attic of the Business Building 
was finished at a cost of $3,000 to provide 
an additional office. 

14. The ABC Company, the owner of a 
building, purchased an old lease from 
tenants for $500 in order to occupy the 
building before expiration of the original 
lease four years hence. 

15. The Hiway Supermarket Co. erected 
a building at a cost of $25,000 on land 
owned by the Madison Syndicate. The 
Hiway Supermarket has a 25 year lease. 
All building costs and six lease payments 
to the Madison Syndicate after the build- 
ing was completed have been charged to 
Suspense. You are correcting these entries 
as of June 30, the end of Hiway’s fiscal 
year. 

16. In July, the Hiway Supermarket 
Co. (same company as in item 15) in 
accordance with the terms of its lease, paid 
the real estate tax based on the assessed 
value of the building and land. The esti- 
mated tax had been accrued as of June 30 
at $250 less than the actual tax. 

17. In July, the Hiway Supermarket 
Co. (same company as in item 15) paid a 
special assessment. The special assessment 
provided funds for the construction of 
public streets in the area in which the 
market was located. 

18. In April, Fraser Investment Co. 
paid $1,700 to the Rio Grande Drilling Co. 
as part payment of its share of lease, drill- 
ing and development costs in a successful 
oil drilling venture. 


19. In September, Schaner & Vandegrift 
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Co. purchased Fraser’s interest in certain 
producing wells and undeveloped leases for 
$25,000. 

20. In December, Schaner & Vandegrift 
Co. paid $372 for operating expenses and 
$1,200 for completion costs of a new well. 
It is estimated that pipe used will have 


salvage value of $300. 
Answer 1 

1 xX 
2. x 
3.| X 
4.| X 
5.| X 
6.| X 
7. x 
8. x 
9. x 

10 x 

11.| X 

12 x 

13.| X 

14.| X 

15 x 

16 x 
17.| X 

18.| x 

19.| X 

20. x 


Number 2 (Estimated time—20 to 30 min- 
utes) 


A proper determination of income re- 
quires a matching of expenses and reve- 
nues. The assignment of revenues to 
periods, however, is determined by the 
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choice of the appropriate realization or 
recognition principles. While the point of 
sale or the time of providing a service is 
often considered the appropriate time of 
recognition, accountants have accepted 
other realization points. These others 
include the point of partial or full comple- 
tion of production and the point of partial 
or full conversion into cash. Once the reali- 
zation principle has been chosen, the 
matching principle requires an appropriate 
valuation of inventories and other assets 
and liabilities. For example, the valuation 
of accounts receivable at net selling price 
(the valuation of the asset received in 
exchange for the merchandise sold) implies 
that revenue has been realized at the point 
of sale or earlier. 


Required: 


For each of the following valuation 
bases or methods: 


a. State the point at which revenue was 
realized. 

b. Give an example or illustration of the 
correct usage of each. 

c. State the accounting principle or 
reason involved in determining the realiza- 
tion point or valuation basis. 


1. Inventory recorded at cost. 

2. Accounts receivable recorded at sell- 
ing price with an account called 
“Deferred gross profit” having a 
credit balance. 

3. Inventory recorded at selling price 
less a normal mark-up. 

4. Inventory recorded at the net figure 
of selling price less costs to complete. 

5. Inventory recorded at realization 
value (selling price). 


Answer 2 


1. Inventory recorded at cost. 
a. The point of sale would normally 
mark revenue recognition. 
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b. Used when goods are held for sale and 
market value is not lower. 

c. Realistic conservatism would dictate 
cost valuation when sale at a profit is not 
assured. Both the time and consideration 
of sale may be uncertain. 

2. Receivables recorded at selling price 
with an account called “Deferred gross 
profit” having a credit balance. 

a. Revenue is realized upon collection of 
the receivables. 

b. Use of the installment method for 
gross profit recognition. 

c. Deferment of profit rests on the un- 
certainties of collection in an extended 
collection period and possibly on the incur- 
rence of material “after costs’’ incident to 
the sale made in the distant past. 

3. Inventory recorded at selling price 
less a normal mark-up. 

a. Same as 1 a. 

b. Used when the retail inventory 
method has been adopted. 

c. Same as 1 c; also, the essence of the 
retail method computation involves reduc- 
tion of ending inventory at retail to cost 
(or market) by application of the ratio of 
goods available at cost to goods available 
at selling price. 

4. Inventory recorded at the net figure 
of selling price less costs to complete. 

a. Revenue is earned and recognized as 
production occurs except for an amount 
equal to the estimated costs of completion 
of in-process portions of the inventory. 

b. Used where a fixed-price contract is 
being performed at a loss. This procedure 
is also sometimes used to arrive at valua- 
tion of by-products. 

c. Impliedly, the costs to complete can 
be estimated with some accuracy. Where 
this estimate indicates a loss from the 
project the loss should not be deferred, 
hence downward valuation of the inven- 
tory is appropriate while production is 
proceeding and in the period in which a 
probable loss becomes apparent. 
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5. Inventory recorded at realization 
value (selling price). 

a. Revenue is earned and realized as 
production occurs. 

b. Used where the inventory is a com- 
modity for which there is an established 
and ready market, e.g., gold or grain. 

c. Certainty of sale at the quoted figure 
is the controlling factor here. Another 
situation which could dictate use of this 
method is the difficulty of arriving at costs 
as in the case of finished goods of a meat 
packer. 


Number 3 (Estimated time—15 to 20 min- 
ules) 


The Statement of Affairs and the State- 
ment of Realization and Liquidation are 
two kinds of specialized reports prepared 
to indicate the financial position of a busi- 
ness entity under certain conditions. 


Required: 


Contrast the form, use, and underlying 
assumptions of the usual Balance Sheet, 
the Statement of Affairs and the Statement 
of Realization and Liquidation. (You need 
not illustrate the different statements.) 


Answer 3 


Items on a Balance Sheet are ordinarily 
set out in account or report form and are 
classified according to status, use or in- 
tended use and maturity. The fundamental 
underlying assumption is that of the going 
concern and the fundamental basis of valu- 
ation is cost. Values are based on the ex- 
pectation of continued use, not immediate 
or forced realization. Balance sheets show- 
ing varying amounts of detail and classifi- 
cation are prepared to inform manage- 
ment, creditors, stockholders, regulatory 
bodies, and the general public of the 
financial position of the company based on 
accounting conventions and generally ac- 
cepted principles. 

A Statement of Affairs is essentially a 
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balance sheet but is prepared on the as- 
sumption realization of assets and their 
distribution to various equities is immi- 
nent. Sometimes such statements are 
prepared to show creditors of a solvent 
firm the degree of security their claims 
have. While book values appearing on a 
conventional balance sheet are also usually 
shown, the primary values of assets are the 
“expected to realize” values. The classifi- 
cation of assets depends on whether they 
are to be used to satisfy claims of fully or 
partly secured creditors or are “free” and 
hence available to pay unsecured creditors 
and possibly also owners. Liability classi- 
fication and placement, as indicated, de- 
pend on whether or not debts are secured. 
Unsecured debts, those having preference 
as to priority of payment, are shown ahead 
of others. An indication of how many 
cents-on-the-dollar unsecured creditors or 
owners may expect to receive is usually 
shown. A deficiency account detailing the 
amounts of expected realization losses and 
gains usually accompanies the Statement 
of Affairs. 

Unlike the two preceding statements, 
form of the Realization and Liquidation 
Statement is somewhat less standardized. 
It also differs in that it reflects the activi- 
ties of a trustee in realizing assets and 
liquidating debts and possibly also in 
operating an enterprise over a period of 
time whereas both the Balance Sheet and 
the Statement of Affairs are as of a given 
date. Details of actual (not projected) 
gains and losses on realization of assets are 
shown. Assets to be realized and liabilities 
to be liquidated at both the start and close 
of the period covered are set out. 


Number 4 (Estimated time—15 to 20 min- 
utes) 


Identify four methods or bases used in 
applying or allocating overhead expenses. 
What are the advantages and disadvan- 
tages of each method? 
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Answer 4 


Some common bases of overhead alloca- 
tion include (1) Direct labor hours, (2) 
Direct labor cost, (3) Machine hours, (4) 
Units of product, (5) Direct materials cost, 
and (6) Prime cost. Only the first four will 
be discussed since these probably represent 
most popular usage though not necessarily 
in the order listed. 

The direct labor hours basis seems logi- 
cal where labor is the dominant element in 
the production process; variable overhead 
probably would fluctuate in proportion to 
labor hours. Overhead would be applied as 
a rate per direct labor hour. Objections to 
this basis include the fact that it disregards 
production elements other than labor and, 
from a systems standpoint, requires an 
extra accumulation of statistical data in 
connection with each job. 

Direct labor cost, like labor hours, seems 
a sound basis where labor is the dominant 
element in production. Overhead dollar 
costs would be applied in some proportion 
to direct labor costs. Since direct labor 
costs must be accumulated anyway in con- 
nection with job cost determination, use of 
these costs as an overhead allocation basis 
is easy and fairly natural. An argument 
against this basis is the fact a $3 per hour 
worker will cause twice as much overhead 
to be applied to the same job as a $1.50 
per hour employee who works equal time 
on that job; obviously this would seldom 
prove sound. 

Overhead is often applied on a basis of 
machine hours. In a highly mechanized 
plant the basis should produce equitable 
results for it is likely such overhead costs 
as depreciation, maintenance, power con- 
sumption, etc., will vary in proportion to 
machine hours. An objection to the basis is 
similar to one given under direct labor 
hours, viz., an extra clerical accumulation 
is necessitated. 

Where units of product serve as the 
overhead allocation basis, overhead costs 
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are applied at a dollar rate per unit pro- 
duced. The chief advantage is ease of 
allocation; another is that as activity 
(hence output) is increased variable ele. 
ments of overhead may increase in propor. 
tion. A practical disadvantage arises ing 
plant producing a variety of products— 
there is no common or homogeneous unit 
basis and some kind of arbitrary weight 
factor would have to be devised. 


Number 5 (Estimated time—25 to 35 min 
utes) 


a. What is the common objective of 
depreciation based on replacement cost 
and the last-in, first-out method of pricing 
inventories? 

b. Outline two conditions necessary for 
the last-in, first-out method of pricing 
inventories to accomplish the results ex- 
pected of this method. 

c. A basic monetary concept underlying 
accounting and financial statements is 
primarily responsible for the development 
of these methods of accounting. Name and 
briefly discuss this monetary concept asit 
is related to these methods of accounting. 

d. List four arguments in opposition to 
modifying financial statements for price 
level changes. 


Answer 5 


a. The common objective is to match 
current costs with revenue. The intent of 
both is to prevent distortion of profits 
reported as a result of price-level changes. 
It should be noted, however, that LIFOis 
a method of assigning costs already in- 
curred for purchases of inventory, while 
replacement cost depreciation would assign 
fixed asset costs which are yet to be it 
curred. 

b. Physical volume of purchases and 
sales should be about equal; in other words 
initial and ending inventory quantities 
should not vary markedly. Another condi- 
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tion is that a correlation between purchase 
and sales prices must exist. Under “cur- 
rent” LIFO, if there is much time lag 
between sales and purchases the desired 
matching may not be obtained; a high rate 
of turnover would minimize this difficulty. 

c. The basic concept relates to stability 
of the purchasing power of money. Earlier 
statements of this accounting postulate 
were to the effect the monetary unit was 
stable; more recently it is said that changes 
in its purchasing power are unimportant 
and may be ignored. Since the purchasing 
power of money does fluctuate and since 
revenue is lagged by expiration or con- 
sumption of some assets related to it, LIFO 
and replacement cost depreciation have 
been developed to accelerate these costs 
and put them on as nearly a current basis 
as possible. By charging most recent pur- 
chases of inventory into cost of goods sold 
and by using replacement rather than 
original cost of plant as the basis of depre- 
ciation computation, costs are matched 
with revenue on a somewhat current basis. 

d. 1. Demonstrated overall solutions to 
the problem of reflecting price-level 
changes in financial statements of a single 
year often look attractive. However, when 
prices continue to change and these same 
proposals are applied to statements of a 
series of years they lose much of their 
attractiveness. Retroactive restatements of 
earlier financial statements are difficult to 
explain, especially to the average un- 
trained statement user. 

2. Traditional accounting methods based 
on unadjusted historical costs are fairly 
uniform, objective, and widely understood. 
In contrast, there is little agreement as to 
methodology or degree of comprehensive- 
ness of applying price-level adjustment 
techniques. Nor does there seem to be 
much agreement as to the best index or 
measure to apply in making price-level 
adjustments. Even less comparability of 
financial statements than now exists seems 
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inevitable until there is greater agreement 
on which price-level adjustment tech- 
niques and measures to use. 

3. Replacement of assets at higher costs 
is essentially a problem of financial man- 
agement. Accounting changes such as 
increased depreciation charges may help 
make management more aware of the 
problem, but most managers having such 
responsibility already seem aware of it. 
Revenue, not depreciation charges, must 
provide wherewithal for replacement of 
plant now in use. 

4. Price-level adjustments substitute 
some would-be future costs for actual past 
historical costs incurred. 


Number 6 (Estimated time—20 to 30 min- 
utes) 


a. The terms purchase and pooling of 
interests describe two methods designating 
the result of bringing together two or more 
corporations into a combination for the 
purpose of carrying on the previously 
conducted businesses. Define the terms 
purchase and pooling of interests as used to 
designate business combinations. 

b. Describe the accounting treatment in 
each case. 

c. Prepare Wesco’s journal entries from 
the following data to record the combina- 
tion of Wesco, Southco and Eastco. 

Effective December 31, 1959, Wesco 
corporation proposes to acquire, in ex- 
change for common stock, all of the assets 
and liabilities of Southco Corporation and 
Eastco Corporation, after which the latter 
two corporations will distribute the Wesco 
stock to their shareholders in complete 
liquidation and dissolution. Wesco pro- 
poses to increase its outstanding stock for 
purposes of these acquisitions. Balance 
sheets of each of the corporations immedi- 
ately prior to merger on December 31, 
1959, are given below. The assets are 
deemed to be worth their book values. 
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Current assets . 
Fixed assets (net) . 


Total... 


Current liabilities. .. 
Long term debt 
Capital stock ($10 par) 
Retained earnings... .. 


Total. . 


Other data relative to acquisition— 
Shares outstanding. . . 
Fair market value per share 
No. shares Wesco stock to be exchanged— 

for Eastco assets. 
Old management to continue?. . 
Old shareholders to elect director on Wesco Board?. . 


a. A purchase, when speaking of busi- 
ness combinations, results in the elimina- 
tion of all or an important part of the 
ownership of the acquired corporation or 
involves other factors dissimilar to those 
prevailing in a pooling of interests. On the 
other hand, a pooling of interests is a corpo- 
rate combination in which substantial 
equity interests in predecessor companies 
continue in the surviving or successor 
corporation and in which some or all of 
these added factors are present: (1) Owner- 
ship of the new parent or surviving com- 
pany is essentially proportionate to respec- 
tive owner equities before the combination, 
(2) There is continuity of management or 
power to control it, (3) Activities of the 
constituent companies are similar or com- 
plementary, (4) Sizes of the constituent 


Books of Wesco 


Current assets 

Fixed assets (net) a 

Goodwill or Excess of market value of stock issued over 
book value of assets of acquired company............ 


Current liabilities. ..... 
Capital stock. . . 

Retained earnings. . 
Paid in capital in excess of par................... 
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Wesco Southco Eastco 
asec $ 2,000,000 $ 500,000 $ 25,000 
10,000, 4,000 ,000 200 ,000 
$12,000,000 $4,500,000 $225 ,000 
$ 1,000,000 $ 300,000 $ 20,000 
3,000 ,000 1,000 ,000 105 ,000 
3,000 ,000 1,000 ,000 50 ,000 
5,000 ,000 2,200,000 50,000 
$12,000,000 $4,500 ,000 $225 ,000 
ae 300 ,000 100 ,000 5,000 
$40 $30 

100 ,000 
5,000 
Yes No 
Yes No 


companies are not considerably disparate. 

b. The essential difference is that a 
purchase establishes a new basis of ac- 
countability whereas a pooling of interests 
results in a carrying forward of amounts 
from the old enterprises into the books of 
the combination. As in other purchases, 
cost is the basis of accountability and is 
measured by the consideration given or 
received, whichever is more clearly evi- 
dent. Book values of assets and equities 
(including even Retained Earnings) are 
carried forward to the new or survivor 
entity’s accounts in a pooling of interests. 
The principal exceptions would be any 
adjustments called for by the application 
of generally accepted accounting princi- 
ples. 


Entries to record 
Acquisition of Eastco 


Entries to record 
Acquisition of Southco 


(Pooling of interests) (Purchase) 
$ 500,000 $ 25,000 
4,000,000 200 ,000 
None 100 ,000 
$ 300,000 $ 20,000 
1,000 ,000 105 ,000 
2,200 ,000 None 
None 150,000 


If 
for 
Th 
wo 
N 
acc 
ga 
H 
ché 
bet 
sto 
sto 
rig 
pe 
at 
st 
$1 
shi 
va 
SeT 
At 
ste 
sh 
| he 
be 
| va 
| th 
re 
Wi 
TI 
t 
Like 
ar 
it 
st 


1818888 8s * 


S 8388 


Theory of Accounts 321 


If narrated, the Southco entry might read 
“Exchanged 100,000 shares of Wesco stock 
for net assets of Southco Corporation.” 
The Eastco entry would have similar 
wording except for the name and number 
of shares. 


Number 7 


a. Explain what stock rights are and the 
accounting for them by recipients. (Disre- 
gard income tax considerations.) 

b. John Manus holds 100 shares of 
Harper Company stock, which he pur- 
chased in 1958 for $90 a share. On Septem- 
ber 10, 1960 Harper Company declares 
stock rights will be made available to 
stockholders of record September 20, the 
rights to expire on October 10. The rights 
permit the purchase of one share of stock 
at $100 for every four shares held. The 
stock is sold on September 15 rights-on at 
$120. The stock has a par value of $25 per 
share. What should be the theoretical 
value of each right when these are sold 
separately on September 16? 


Answer 7 


a. A stock right is the privilege of a 
stockholder to subscribe to additional 
shares of stock in proportion to shares now 
held. Since the new shares can usually be 
bought below market price the rights have 
value according to how much they enable 
the purchaser of shares to save in exercis- 
ing them. 

Cnce rights are issued stockholders 
receiving them have two assets—their 
stock and the rights arising from it—for 
which the total consideration is the pur- 
chase price or carrying value of the stock. 
This value should be apportioned between 
the new asset (rights) and the original 
asset (stock) in proportion to their mar- 
ket values at the time. The amount 
apportioned to the rights should be deb- 
ited to Stock Rights and credited to the 
stock investment account. Upon exercise 


or sale the balance in the Stock Rights 
account is transferred to a new stock in- 
vestment account or closed by a credit 
equal to its balance. Thus the new block 
of shares is carried at a cost equal to cash 
paid plus the apportioned value of the 
rights. On the other hand, if rights are sold 
for more or less than book value, the dif- 
ference is recognized as gain or loss on sale 
of rights. 

If rights are not exercised or sold, they 
will lapse. In the event of lapse a loss 
should be recognized. The investment ac- 
count remains reduced because of the dilu- 
tion in the stockholder’s equity that has 
occurred. The only possible exception to 
this treatment would arise if the rights 
ceased to have value because market price 
of the stock fell below the privileged sub- 
scription price. A return of the balance in 
the Stock Rights account to the invest- 
ment account would seem appropriate in 
this case. 


$120—$100 
b. ——————=4 Theoretical value 
4+1 


of each right. 


Number 8 


a. Describe in order of preference alter- 
native methods of accounting for the re- 
cept and immediate disposition of donated 
treasury stock which was originally issued 
at its fair market value and had no aspect 
of a “treasury stock subterfuge.” 

b. In connection with your first audit 
of a mining company, you note the fol- 
lowing facts concerning its capital stock 
transactions: 

1. Authorized capital consists of 5,000,- 
000 shares of $1 par value common stock. 

2. All 5,000,000 shares were issued ini- 
tially in exchange for certain mineral prop- 
erties, which were recorded at an amount 
equal to twice the par value of the shares 
issued. 


O0 
lo 
ate. 
it a 
ac- 
ests 
unts 
s of 
ASES, 
ities 
ivor 
| 
any 
tion | 
nci- 
ico 
| 
| 


322 


3. Soon thereafter, due to the need of 
additional working capital, 3,000,000 of 
the shares were donated to the company 
and immediately were sold for $4,500,000 
cash, resulting in a credit to paid-in capital 
of this amount. 

(a) What values should be assigned to 
the mineral properties and the stock- 
holders’ equity? Discuss. 

(b) What adjustment, if any, would you 
recommend? 


Answer 8 


a. Basically two methods are available 
—(1) a memorandum entry method, and 
(2) assigned value method. The order in 
which they are named and set out below 
indicates preference, since there was no 
acquisition cost to the company. 

Upon receipt, a memo entry of the num- 
ber of shares received would be made. 
Upon disposition, Cash would be debited 
and a paid-in capital account credited for 
the proceeds. 

Under the other method, Treasury 
Stock would be debited and a paid-in 
capital account credited upon receipt of 
the shares for their fair market value. 
Upon their sale, Treasury Stock would be 
credited for the full amount; any differ- 
ence between proceeds and this figure 
would be treated as an adjustment of 
paid-in capital. If the fair value were un- 
known (and this seems unlikely as the 
question is stated since disposition is im- 
mediate), par or stated value could be 
used. 

b. The fair market value of $1.50 per 
share for a large block of the stock was 
established by the cash sale of three mil- 
lion shares. It is unlikely the stock was 
worth substantially more when issued for 
the mineral properties because three-fifths 
of it was almost immediately donated 
back; further, the per share assigned value 
of $2 is unsubstantiated by any transac- 
tion in which a real market value was es- 
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tablished. The original issue transaction 
affords a good example of the “treasury 
stock subterfuge” mentioned in part (a) 
of the question. 

It would appear the correct value of the 
mineral properties is $3 million (2 million 
shares X $1.50) and that the amount of the 
stockholders’ equity is $7.5 million, of 
which $5 million is capital stock and $2.5 
million is paid-in capital in excess of par. 
The following entry is needed to correct 
the accounts: 


Paid-in capital in excess of 
Mineral properties... . 


Number 9 


With regard to the problem of “‘account- 
ing for pension cost,” explain the signifi- 
cance of each of the following items on 
corporate financial statements. Show how 
each is consistent with generally accepted 
accounting principles. 


$7,000,000 
$7 ,000 ,000 


(Note: All items set forth below are not 
necessarily to be found on the statements 
of a single company.) 


a. Under the caption Deferred Charges: 

Deferred Pension Cost (attribu- 

table to Funding of Past Service 
Liability) 

b. Under the caption Retained Earnings 
Appropriated: 

Reserve for Past Service Pension 
Cost (after deducting the related 
anticipated tax reduction) 

c. On the Income Statement: 

Current Service Cost 

Past Service Cost 

Trustee’s Fees 


Answer 9 


a. Evidently the employeer has funded 
all or part of the past service obligation 
but, under IRC and Accounting Research 
Bulletin provisions, has elected not to 
treat the entire amount of past service cost 
as expense immediately. The balance re- 
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ported represents that portion attributable 
to future periods and will be absorbed as 
an income statement charge through am- 
ortization. Consistency with generally ac- 
cepted principles of accounting rests on 
the stated reasoning of the Bulletin that a 
pension plan benefits the employer by se- 
curing better future services and lower 
employee turnover. Accordingly, write off 
of past service funding payments as ex- 
pense in a lump sum is discouraged unless 
the amount is fairly nominal. 

b. There has been recognition of past 
service costs in this instance by reducing 
Retained Earnings in an amount equal to 
the net reduction in income which will oc- 
cur when this cost is paid and becomes an 
income charge. Because the future expense 
will probably reduce income tax expense 
of the employer, the reserve is shown net 
of the anticipated tax reduction. Gen- 
erally accepted accounting, as enunciated 
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in the Bulletin (see part a), provides that 
a material charge arising from past service 
costs should not affect Retained Earnings 
as a lump-sum charge. This company’s 
action has shown how much reduction of 
Retained Earnings will occur but the total 
amount of appropriated and unappropri- 
ated surplus is unaffected by the reserva- 
tion. 

c. All three items represent expenses 
related to the pension plan but are stated 
separately. Current Service Cost measures 
the cost of benefits based on services ren- 
dered in the period covered by the state- 
ment. Past Service Cost represents the 
amount of expense recognized in this 
period related to services of covered em- 
ployees rendered prior to this period. As 
noted in part (a), determination of this 
amount is somewhat discretionary. Trus- 
tee’s Fees represent the expense of admin- 
istering the pension plan. 
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EDITOR’S NOTE 


This section of Taz AccountTinG Review is designed to bring more information about the 
Association and its activities to the general membership. Any thoughts or suggestions you may 
have or ~~ news items for subsequent issues should be forwarded to R. K. Mautz, 218 David 


Kinley Ha 


University of Illinois, Urbana, Illinois. 


EXECUTIVE COMMITTEE ACTION 


Among the topics discussed at the 
regular year-end joint meeting of the 1960 
and 1961 Executive Committees were the 
regulation and supervision of regional 


groups, committee reports, committee 
organization for 1961, and the 1961 
budget. 


Regional Groups. The increase in number 
of regional groups and the possibility that 
such increase will continue has influenced 
the Executive Committee to give increas- 
ing attention to this subject in recent 
meetings. Such attention is not in any way 
considered a criticism of present groups or 
their activities but stems from the fact that 
these groups do describe themselves as 
sections of the AAA and therefore the AAA 
unavoidably accepts some responsibility 
for their activities. 

After considerable discussion, a resolu- 
tion was passed providing for a more 
orderly procedure in the establishment of 
groups and in coordination of their activi- 
ties with those of the Association itself. 
Among the specific problems considered in 
the resolution is that of dividing the coun- 
try into regions reserved for specific groups 
so there will be neither intentional nor 
unintentional competition among the 
groups, the selection of committee repre- 
sentatives to correlate such appointments 
with those of other Association commit- 
tees, and the review of programs for re- 
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gional meetings to avoid duplication of the 
program at the annual meeting of the 
Association. 

It was recognized that dividing the 
United States into regions for this purpose 
is a difficult task and President Carson was 
requested to make a recommendation to 
the Executive Committee on this subject 
at the December, 1961 meeting. 

Commiitee Reports. The reports and 
activities of all 1960 committees were dis- 
cussed thoroughly. A proposal for a special 
annual publication of all committee reports 
was considered but no motion was passed, 
largely because of the expense involved, 
The reports of two 1960 committees, the 
Committee on Doctoral Programs and the 
Committee on the Study of the Ford and 
Carnegie Reports, were approved for 
publication in THE ACCOUNTING REVIEW. 

Committee Structure for 1961. A complete 
list of committee appointments for the 
current year is included in this issue. It will 
be noted that a number of modifications of 
the 1960 committee structure have been 
made. This is the usual expectation as 
certain committees complete their work 
and new problems appear requiring the 
appointment of new committees. All com- 
mittees were authorized by the Executive 
Committee and appointments were made 
by President Carson. 

Budget for 1961. The 1961 budget pro- 
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posed by Secretary-Treasurer Paul H. 
Walgenbach and accepted by the Execu- 
tive Committee anticipates revenues for 


News 
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the year of $102,800 and expenditures of 
$95,850. 


CONTRIBUTION TO FELLOWSHIP FUND 


Martin Black, Chairman of the Fellow- 
ship Committee, announced that an anon- 
ymous donor has indicated an intention to 
contribute $500 a year to the Fellowship 


Fund for the indefinite future and has 
requested that no publicity be given to its 
part in the contribution. 


REPRINTS of THE ACCOUNTING REVIEW 


The Association has entered into a 
contract with The Krause Reprint Corpo- 
ration which will make reprints of back 
volumes of THE ACCOUNTING REVIEW 
available to libraries and other interested 
parties in bound sets. All copies of back is- 
sues prior to 1955 have been taken over by 


The Krause Reprint Corporation. Questions 
concerning individual issues prior to 1955 
and reprints, whether single volumes or 
complete sets, should be addressed to The 
Krause Reprint Corporation, 16 East 46th 
Street, New York 17, New York. 


— 


EIGHTH INTERNATIONAL CONGRESS OF 
ACCOUNTANTS 


The Eighth International Congress of 
Accountants is to be held in New York 
September 23-27, 1962. The AAA is to be 
one of the cooperating organizations and 
will send President Raymond C. Dein 
(now President-elect) as its official dele- 
gate. 

We have been requested by Mr. Arthur 
B. Foye, President of the Congress, to 
urge all our members who plan to attend 
this Congress to let his committee know of 


their present intentions as soon as possible 
so plans can be made for suitable accom- 
modations, meeting rooms, entertainment 
of foreign guests, and the like. As a consid- 
erable number of foreign participants are 
expected, anyone able to assist with their 
entertainment should make this known. 
Please write to Eighth International 
Congress of Accountants, 270 Madison 
Avenue, New York 16, New York. 


- 


OHIO REGIONAL MEETING 


The Ohio Regional Group met Decem- 
ber 3 at The Ohio State University in 
Columbus. Ninety-five members were 
present representing 24 Ohio colleges and 
universities. 

In the morning session, Glen G. Yankee 
(Miami University) presided over a panel 
consisting of Donald H. Cramer (Touche, 
Ross, Bailey & Smart), D. E. Erskine (The 


Glidden Company), and Ralph Abelt 
(Continental Illinois National Bank and 
Trust Company); the subject for discus- 
sion was “Liberal Arts versus Professional 
Training for Accounting, the Employer’s 
Viewpoint.” This was followed by a paper 
entitled ‘“Education—A Major Export of 
the United States” by Warren H. Reininga 
(Ohio University). 
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Ralph F. Beckert, Chairman of the 
conference, presided over the luncheon 
meeting at which Dean James R. McCoy, 
The Ohio State University, welcomed 
those in attendance. This was followed by 
a short business meeting. 

Two sets of two concurrent panel dis- 
cussions occupied the afternoon session, as 
follows: 

“Divergent Approaches in Accounting 
Education” under the chairmanship of 
William Hoben (University of Dayton) 
was discussed by a panel consisting of 
Clayton Grimstead (The Ohio State 
University), Robert Miller, and Irving 
Christiansen (John Carroll University). 

“Current Developments in the Teaching 
of Taxation” had Andrew Braden (West- 
ern Reserve University) as chairman and 
Roger F. Knittel and Robert G. Katzen- 


<i 


meyer (University of Akron) as panel 
members. 

“How We are Meeting Present Day 
Problems in Teaching Accounting” was 
discussed by Lauren F. Brush (The Ohio 
State University), C. C. Lelievre (Univer- 
sity of Cincinnati), and Ben Yager (Miami 
University). Norwood G. Geis (University 
of Cincinnati) served as chairman. 

“What Is Expected from the Course in 
Auditing?” was discussed by a panel in- 
cluding as members Wayne Overmyer 
(University of Cincinnati), Robert P. 
Breen (Lingo & Breen), and Robert W. 
McNeese (Arthur Andersen & Co.) and as 
chairman, William B. Jencks (The Ohio 
State University). 

Norwood C. Geis (University of Cincin- 
nati) was elected chairman for 1961. 


NORTHEAST REGIONAL GROUP OFFICERS 


The Northeast Regional Group will hold 
its 1961 meeting at St. John’s University, 
Jamaica, New York on October 27th and 
28th. The 1961 Committee is composed of: 

Ralph V. Lucana (St. John’s Univer- 

sity), Chairman 

Charles L. Savage (St. Francis College), 

Associate Chairman 

William A. Kopta (New York Univer- 

sity) 


Leonard Morrissey (Dartmouth Col- 
lege) 

Howard J. Mullin (St. John’s Univer- 
sity) 

Phillip Piaker (Harpur College) 

David Solomons (University of Pennsyl- 
vania) 

Richard F. Vancil (Harvard University) 

Zenon Sannetos (Massachusetts Insti- 
tute of Technology) 


= 


STUDENT RATES TO FEDERAL ACCOUNTANT 


The Federal Accountant, quarterly pub- 
lication of the Federal Government Ac- 
countants Association, is now available to 
students at a special annual subscription 


TULSA CONFERENCE 


The 15th Annual University of Tulsa 
Conference of Accountants will be held on 
the University campus April 19 and 20, 
1961. Mr. Carl J. Senger, Treasurer and 
Director of Warren Petroleum Corpora- 


rate of $2.50. Interested students should 
write to Mr. Martin C. Powers, The 
Federal Accountant, 1523 L Street, N.W., 
Washington 5, D. C. 


OF ACCOUNTANTS 


tion, Tulsa, is Conference Chairman; Dr. 
Robert Wm. Haigh, Director of Planning, 
Standard Oil Company (Ohio), Cleveland, 
is Program Chairman. 
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Beta Alpha Psi 
CHAPTER REPRESENTATIVES 
(Faculty Vice-Presidents) 


Professor 


Donald H. Skadden 
Dale Harwood 
Ambrose M. Reiter 
Fred Mueller 

A. N. Davidson 
Donald H. Ford 
Charles W. Taylor 
Foster W. James 
George J. Staubus 
F. G. Horn 
Chauncey Beagle 
Evroul S. Germain 
Clayton Grimstad 
Andrew D. Braden 
R. Glen Berryman 
Roy E. Tuttle 
Chas. B. Edelson 
John S. Almeida 
Clarence Dunn 
Eugene T. Schauer 
William Bergstrom 
E. Ben Yager 
Joseph E. Lane, Jr. 
William Regenbaum 
Owen J. Mahon 
Melvin A. Riley 
Grant Schafer 
Robert L. Dixon 
Joseph Cerny 
Doris Cook 
William C. Stewart 
James H. McLean 
Wendell E. Beals 
John P. Begley 
Richard E. Czarnecki 
Stuart B. Mead 
Bill L. Barnes 

H. V. Streetman 
Kenneth E. Lambert 
Stanley F. Jablonski 
Harvey E. Donley 
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University of Texas, Austin, Texas 
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Southern Methodist University, Dallas, Texas 
University of Denver, Denver, Colo. 
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University of Mississippi, University, Miss. 
University of Arkansas, Fayetteville, Ark. 
Ohio University, Athens, Ohio 

University of Tennessee, Knoxville, Tenn. 
University of Kentucky, Lexington, Ky. 
Creighton University, Omaha, Neb. 
University of Detroit, Detroit, Mich. 
Michigan State University, East Lansing, Mich. 
State University of Iowa, Iowa City, Iowa 
Baylor University, Waco, Texas 

Univ. of Cincinnati, Cincinnati, Ohio 
University of Pittsburgh, Pittsburgh, Pa. 
Bowling Green State Univ., Bowling Gr., Ohio 
Temple University, Philadelphia, Pa. 
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West Va. University, Morgantown, West Va. 
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Indiana University, Bloomington, Ind. 
DePaul University, Chicago, Ill. 
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Loyola University, New Orleans, La. 
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Pennsylvania State University, Univ. Park, Pa. 
Loyola University, Chicago, Ill. 

Mississippi State University, State College, Miss. 
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The Accounting Review 


ASSOCIATION NOTES 


(Eprror’s Nore: Please address communications concerning Association Notes to the editor of THE 
AccouNnTING REviEw, 218 David Kinley Hall, Urbana, Illinois.) 


INDIANA 
Indiana University 


Leon E. Hay is on leave of absence until 
August 1961. He is attached to the Indus- 
try Division of the U. S. Operations Mis- 
sion to Guatemala and is teaching cost 
accounting to business executives. James 
M. Fremgen and Ray H. McClary expect 
to complete all requirements for the 
D.B.A. degree this spring or summer. 


IOWA 
Iowa State University 


Charles B. Handy has been promoted to 
assistant professor. Bruce T. Kruse has 
been granted a leave of absence to work on 
the doctorate at Louisiana State Univer- 
sity. Ernest L. Enke has joined the staff as 
an instructor. 


FLORIDA 

University of Florida 

Williard E. Stone assumed duties as 
head professor of accounting shortly before 
the beginning of the fall semester. L. J. 
Benninger held an appointment last sum- 
mer as visiting professor of accounting at 
the University of Puerto Rico in Rio 
Piedras. While in Puerto Rico he spoke to 
the Puerto Rican Society of CPAs on 
“Significance of Accounting to Western 
Society.”” D. D. Ray spent the past sum- 
mer as 4 member of the staff of the Florida 
State Auditor. 


KANSAS 
University of Wichita 
William F. Crum has been appointed by 
the Governor of Kansas to a fourth three- 


year term on the Advisory Board to the 
Kansas State Public Accounting Board. 


Fred J. Soper joined the staff as an instruc- 
tor last September. 

Leo A. Poland is serving as Secretary for 
the Planning Group for the Sixth Annual 
Petroleum Accounting Conference to be 
held on the campus April 28, 1961. Anyone 
interested in attending this affair is invited 
to write Professor Poland for information. 


KENTUCKY 
Bellarmine College 


Windell W. Bowles has joined the staff 
to replace John Martinelli who has joined 
the staff of Niagara University. In the 
spring semester, Bellarmine College will 
offer a course in “Electronic Data Process- 
ing Systems” under the instruction of 
B. N. Lewis of the General Electric Com- 


pany. 


LOUISIANA 
Tulane University 


Stephen A. Zeff, currently working on 
his dissertation at the University of Michi- 
gan, will join the faculty as an assistant 
professor in September. 


Louisiana State University, Baton Rouge 


Clarence L. Dunn was promoted to 
Professor in September. James M. Owen 
was one of two professors invited to attend, 
as special academic participants, the nine- 
week Internal Revenue Agents’ School 
conducted at the office of the District 
Director in New Orleans during July and 
August. 

Robert Van Voorhis is serving as Grand 


President of Beta Alpha Psi during the © 


current academic year. 
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Louisiana State University, New Orleans 


Eugene A. Nini, formerly at Lamar 
State College in Beaumont, Texas has 
joined the staff as an instructor. 


MASSACHUSETTS 
Massachusetts Institute of Technology 


Gordon Shillinglaw will leave the faculty 
next summer to accept a position with 
Columbia University. Zenon Zannetos 
spent last year at Stanford University on a 
post-doctoral Ford Foundation fellowship 
in applied mathematics. 

Andrew Stedry will join the staff in 
September coming from Carnegie Institute 
of Technology. Thomas M. Hill is planning 
atrip to India to investigate the possibility 
of establishing a graduate school of busi- 
ness administration in Calcutta. He spent 
last year at Harvard in the Ford Founda- 
tion Institute of Basic Mathematics. 


University of Massachusetts 


Robert Lentilhon has been promoted to 
associate professor. Anthony Krzystofik 
has been promoted to assistant professor. 
Donald Stanhope has joined the faculty as 
an instructor. Frank Singer will attend the 
1961 Summer Seminar in The Case Study 
Method at Harvard University. 


News 


MICHIGAN 


Wayne State University 


Marshall Hebblewhite has joined the 
staff as an associate professor. Ron Hor- 
witz, a 1959 graduate who received the 
CPA and M.A. degrees in 1960, has joined 
the staff as an Instructor. Don Gorton and 
Carol Ernst are serving as teaching fel- 
lows. Edwin Walmsley, a member of the 
staff for 30 years passed away November 
28. 

At a joint meeting with the partners of 
the Detroit office of Arthur Andersen & 
Co., James Wallis and Aubrey Roberts 
debated John Major and Bill Hall on the 
theoretical aspects of accounting for pen- 
sions and stock options. 


NEW JERSEY 
Seton Hall University 


Charles J. Weiss was reappointed to the 
Character Committee of the New Jersey 
State Board of Public Accountants for 
1961. The school of business administra- 
tion is conducting a weekly radio program 
in which guests from industry, govern- 
ment, and finance join students and 
faculty for panel discussions. Mr. Weiss is 
serving as coordinator of the series. 
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AMERICAN ACCOUNTING ASSOCIATION 
COMMITTEES—1961 


EXECUTIVE 
Raymond C. Dein, President- Elect. . ..........-University of Nebraska 
Donald J. Bevis, Vice President. . Touche, Ross, Bailey & Smart 
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Martin L. Black, Jr., Past President......... sits 0:0 che Duke University 
C. R. Niswonger, Past President....... Miami University, Ohio 
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California (Southern) 
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Iowa. 
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Kentucky 
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Book Reviews 


Accounting 


Fart D. BENNETT, Cost Administration Cases end Notes 
(Englewood Cliffs, N. J.: Prentice-Hall, Inc., 606 pp., 
$10). 


Traditional texts on “Cost Accounting” instruct 
student readers by explaining the various techniques of 
accumulating cost data and the various methods of ac- 
counting for these data. One of the most difficult prob- 
lems confronting students is the correlation of these 
techniques and methods with the real world because few, 
if any, have seen industrial accounting organizations in 
actual operation. A case book such as Earl Bennett’s 
Cost Administration Cases and Noles is designed to bridge 
this gap between the classroom and actual practice. 

Professor Bennett has done a commendable job in 
selecting and arranging the cases covered. The book is 
divided into six sections: (1) Introduction—Collection 
and use of Cost Data; (2) Cost Flows and Reports; 
(3) Cost Implications of Production and Inventory Con- 
trols; (4) Budgetary Controls: Techniques and Appli- 
cations; (5) Systems Design and Implementation— 
Data Processing. 

There are three cases in section one designed to raise 
the pertinent question ‘why accumulate cost data?” 
These cases introduce the student to the problem of 
balancing the cost of accumulating data and the ade- 
quacy of that data reported to management and illus- 
trates the importance of standards in the areas of pric- 
ing, cost control, and financial reporting. 

Building on the three cases in section one, section 
two contains ten cases covering quite thoroughly the 
use of “Cost Flows and Reports.” Topics such as “the 
development of material and labor standards,” “the 
kind of data needed for management planning and con- 
trol in a small company, ” “the development of pro- 
cedures and reports in a complex production setting,” 
and “the kind of cost information needed to motivate 
the field sales forces,” are covered quite effectively. 

In addition to the ten cases in section two, Professor 
Bennett presents two very fine sections in which he sum- 
marizes the pros and cons of Direct Costing and de- 
velops for the reader the various aspects of Capacity 
Costing and its relationship to the direct and full ab- 
sorption costing methods. 

Section three contains five cases centered on the 
“Cost Implications of Production and Inventory Con- 
trols.” The “relationship between production and in- 
ventory levels” is illustrated by the first case in the 
section and “presents a production plan for analysis in 
terms of the cost implications and its effectiveness in 
stabilizing employment.” The other four cases discuss 
the “problem of control and accounting for raw ma- 
terials in a job shop operation . .. ,” the problems in- 
volved in selecting an inventory pricing base, the de- 
cision a controller must make concerning large inventory 
losses and “introduces the use of the economic lot size 
formula as an inventory determination and materials 
controls procedure.” 

Section three also contains a reprint of an article 
Written by John F. Magee for the Harvard Business 
Review entitled “(Guides to Inventory Policy: Function 


and Lot Sizes.” This should be a very interesting ad- 
junct for the students after covering the five cases in 
the section. In essence the reprint covers “his applica- 
tion of the analytical approach to the inventory and 
scheduling problems” as a “background for the develop- 
ment and use of the economic lot size formula.” 

Section four is devoted to “Budgetary Control: 
Techniques and Applications.” In this section the 
students are expected to apply budgeting techniques as 
well as to read about and discuss specific problems of 
budgetary controls. Topics such as the “approach to 
developing budgetary control procedures,” “the effect 
of a direct costing system on budgetary controls,” “the 
problems involved in overhead budgeting,” and the use 
of budgetary controls in research and development 
activities are covered by the cases in this section. 

Sections five and six contain eight and four cases re- 
spectively covering various aspects of “Systems Design 
and Implementation.” The eight cases in section five, in 
addition to the numerous problems of revisions in data 
accumulation systems, promote extensive discussion on 
the role of professional consultants in the area of systems 
design. Thesd cases also point out to the student that 
the intormation related to management for the purpose 
of helping management fulfill its responsibilities for 
enterprise planning, control, and capital stewardship is 
only as effective as the system through which the in- 
formation is accumulated. 

The four cases in section six concentrate on the 
problems increased mechanization brings to effective 
enterprise administration and systems design. 

The way in which the cases have been presented in 
no way limits their use. These cases could be used to 
supplement a regular course in traditional cost account- 
ing, as a second undergraduate course, or as a profes- 
sional graduate course where a more sophisticated 
analysis of the problems presented in the cases could be 
expected. This approach to the problems of cost admini- 
stration enables students to simulate experience. This 
book is another step toward filling the void between the 
classroom and the real world, which has hampered stu- 
dents in making a smooth transition from the university 
to actual business administration. 

Rosert E. ScHLosser 
Associate Professor of Accountancy 
University of Ilinois 


Wittram E. Coomps, Construction Accounting and Fi- 
nancial Management (New York: F. W. Dodge 
Corporation, 1958, pp. 481, $12.85). 


This comprehensive volume is not essentially a 
textbo: stead, it serves as a reference on accounting, 
office, aad financial matters of interest to contractors 
and construction companies. Although the author has 
attempted to discuss the accounting problems of con- 
tractors of all sizes, the interests of companies of inter- 
mediate and large size receive primary attention. The 
small contractor is referred to only on an occasional 
basis. Contracts of many types are discussed , including 
lump sum and unit price, cost plus fixed fee, cost plus 
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percentage of cost, and cost plus with guaranteed 
maximum. 

Despite the obvious difficulties of attempting com- 
plete coverage of everything for everybody, the author’s 
thoroughness and simplicity of style serve to make the 
book an eminently useful guide to construction manage- 
ments. He bases most of his recommendations on prag- 
matic considerations rather than theory. An important 
example is his emphasis on ‘‘completed-contract” ac- 
counting for revenue. Here, his leanings are influenced 
by short-run income tax considerations and manage- 
ment short-run information needs. He expounds his 
views of income determination in terms of the relation- 
ship of reported income to liquid assets. On the other 
hand, he does not slight the alternative “percentage-of- 
completion” method of determining revenue, and is 
careful to suggest situations in which it would appear 
to be more appropriate as an income determination 
technique than other possibilities. In addition, the cash 
and straight accrual methods are discussed in light of 
relevant situations where they would seem to be called 
for. 

The book has a straightforward organization com- 
mencing with two chapters covering the basic organiza- 
tional patterns and subsequently the basic accounting 
patterns of the construction industry. The main part of 
the book has detailed coverage of construction account- 
ing, functionally organized to give separate attention 
to pre-job procedures, subcontracting, labor costs, ma- 
terial costs, equipment control, overhead, cash control, 
ledger organization and reporting. In addition, related 
topics, such as insurance and personnel needs, machine 
accounting possibilities, and internal control and in- 
ternal audit are treated in some detail. The extensive 
experience of the author in the field is evident through- 
out. The range of problems covered is very wide. For 
example, there are numerous detailed illustrations of 
forms for required underlying documents, journals, and 
ledgers; bookkeeping details are not neglected. At the 
same time, there is solid and well reasoned treatment of 
basic concepts of income determination. The relevance 
of these concepts is clearly demonstrated. 

There is also an impressive amount of analytical 
material supporting the discussion of broad as well as 
detailed accounting matters. It is the special ingredient 
of analysis that makes this book a contribution to ac- 
counting literature. Each of the many detailed recom- 
mendations of the author is documented by a review 
of the basic problem, the alternative treatments avail- 
able, and reasons for the particular recommendation 
made. Among the diverse topics covered in this manner 
are depreciation methods, among which the author 
favors either declining-balance or sum-of-the-digits; 
control of issue of materials and tools, for which the 
author favors intra-company sale and pricing techniques; 
centralized versus decentralized accounting—the author 
favors centralized general ledger accounting, but de- 
centralized job cost accounting; and control over and 
reporting of jobs-in-process, where the author appears 
to favor a treatment that would report job costs on un- 
billed jobs as inventory values. (His position, however, 
is by no means certain on this last point.) It is possible 
to quarrel with some of the recommendations, but it 
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must be conceded that the evidence marshalled by the 
author to support his views is carefully presented. 

It should be noted that there is a significant amount 
of attention given to the joint venture form of organiza. 
tion. Both the accounting and reporting peculiarities 
that it occasions are discussed in some detail. 

Problems characteristic of the industry are clearly 
identified. Among these are the need for th 
knowledge of lien laws and bond acts; the handling of 
receivables, inventories, and deferred revenue; the 
limited possibilities for use of mechanical devices; dif. 
ficulties of internal auditing (which appear to be for. 
midable) ; and control of costs on a basis prompt enough 
to take effective managerial action. The coverage of 
physical and accounting decentralization has already 
been mentioned. 

The book should be very helpful as a systems refer- 
ence. Coverage in this respect is detailed and accurate. 
Very little knowledge of systems problems or require. 
ments is assumed. The handling of cost requirements, 
cost accumulation, and cost interpretation from the 
systems point of view is noteworthy. There are also two 
appendixes on systems dealing with (1) the Charles R. 
Hadley job cost system for contractors and (2) machine 
accounting for contractors. 

Special mention of the author’s handling of overhead 
cost is in order. Nowhere does he more clearly mirror 
his experience in the industry. The blend of theory and 
practice found in this chapter is worth reviewing by 
accountants everywhere, regardless of their interest in 
construction accounting. 

In summary, it appears the author has achieved his 
objective, stated in the foreword, of writing a book that 
would “help give the individual contractor a better 
understanding of an increasingly important part of his 
own operations—the financial control that too often in 
the past has been looked upon as a necessary evil.” The 
book is recommended by the reviewer as a reference for 
the libraries of firms of professional accountants, ac- 
counting teachers, and others whose work touches either 
directly or indirectly upon the construction industry. 

RicHaArp S. Woops 
Associate Professor of Accounting 
The University of Pennsylvania 


H. A. Finney AND HERBERT E. MILteR, Principles of 
Accounting—Advanced, Fifth Edition (Englewood 
Cliffs, N. J.: Prentice-Hall, Inc., 834 pp., $8.50). 


This text contains the customary subject matter 
which is usually embraced in the term “Advanced Ac- 
counting” as taught in American colleges. It contains 4 
total of 834 pages and is divided into 28 chapters of sub- 
ject matter covering 563 pages, questions and problem 
assignments for each chapter covering 242 pages, an 
appendix of 29 pages containing tables of amounts and 
present values of 1, and the index. It is a carefully 
written, complete, and up-to-date treatise of high 
quality as one would expect coming from authors having 
the scholarly reputation and long text writing experience 
which these authors have. 

First of all the format is excellent—large easy-to-read 
type and an abundance of pertinent illustrations and 
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illustrative working papers which give the student great 
help in clarifying the theory and in solving the problems. 

The first four chapters deal with the usual problems 
which are involved in organizing, operating, admitting 
new partners, retiring old partners, and liquidation of 
partnerships. When one considers the vast number of 
partnerships engaged in business in this country and the 
perplexing problems continually arising in this form of 
business organization it is clear that careful instruction 
in this area of accounting practice is essential for any 
well prepared accountant. These four chapters cover 
this area adequately, and the alternative treatments 
that may be used in recording goodwill and in settling 
with a retiring partner are clearly outlined and discussed. 

Three chapters deal with the acceptable accounting 
procedures applicable to consignments, installment 
sales, and insurance. The next three chapters discuss the 
accounting statements for ailing and liquidating busi- 
ness enterprises—the statement of affairs disclosing the 
efiect of insolvency on the different kinds of creditors 
and their priorities, the nature and operation of re- 
ceiverships, the accounting procedures applicable there- 
to, and the realization and liquidation account, both in 
the traditional form and also in an alternative columnar 
form which is easier for students to comprehend and 
easier to work out. 

In the ordinary practice the accountant will perhaps 
rarely have need to prepare such statements, but still 
the study of this area of ailing business and the prepara- 
tion of accounting statements depicting these situations 
is well worth while in the college accounting course. It 
gives the student an understanding of the legal conse- 
quences of insolvencies, bankruptcies, and liquidation 
to the various types of creditors and owners, which is 
knowledge that every accountant should have as a 
matter of general business and legal understanding. One 
of the inevitable features of our free enterprise economic 
system is the possbibility of business failure of marginal 
enterprises, and how to portray these failures in accept- 
able accounting statements is a necessary and valuable 
part of the accountant’s fund of knowledge. 

The two chapters, 12 and 13, dealing with the funda- 
mentals of compound interest and annuities, and their 
application to accounting procedures with respect to de- 
preciation and amortization of bond discount and bond 
premium, are well written, as in the previous edition, 
and are of special help to those students who have not 
had a course in the mathematics of investment. 

Chapters 14 and 15 deal with the special purpose ac- 
counting statements peculiar to estates and trusts. A 
study of these chapters will introduce the student of 
accounting to a field in which he is usually woefully ig- 
norant. It is of course based on the law, and the ac- 
counting procedures must be strictly in conformity with 
the legal requirements of the statutes having jurisdic- 
tion. This is a field where the interrelationship between 
accounting and law is clearly revealed. These chapters 
and also the next one on “Home Office and Branch 
Accounting” are clearly written and follow the tradi- 
tional pattern of the previous edition. 

The ten chapters, 17 to 26, devoted to parent and 
subsidiary accounting and consolidated statements have 
been completely rewritten as compared with the previ- 
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ous fourth edition. This treatment of the very important 
area of consolidated statements is complete, detailed, 
and up-to-date. This field of study is of course one of 
the most intricate and technical in the entire field of ac- 
counting and the authors have done an outstanding job 
in portraying the theory and technical accounting pro- 
cedures involved in presenting income statements and 
balance sheets of parent and subsidiary corporations. 

The trend is this country is toward more and greater 
consolidations and mergers, and the difficult problem of 
presenting the financial statements of these huge busi- 
ness organizations in the most meaningful manner is a 
problem requiring much study. While it is true that 
most accountants are not involved directly in auditing 
and presenting consolidated statements in their daily 
practice, all accountants should be familiar to some 
degree with the theory underlying these consolidated 
statements and the accepted procedures of preparing 
the worksheets for portraying them. The basic theory 
of these statements should be understood by all ac- 
countants who contemplate entering the public account- 
ing profession, and also those who will become analysts 
of financial statements and investment counselors, be- 
cause a person can hardly analyze and comment intel- 
ligently on the meaning of a consolidated balance sheet 
and income statement if he is ignorant of the basic 
theory underlying the formation and presentation of this 
type of financial statement. The authors have presented 
this area of accounting thoroughly and clearly. 

When there is a difference of opinion among account- 
ants as to the treatment accorded certain items in 
preparing consolidated statements, the authors have ex- 
plained fully both positions and then given their opinion 
as to the preferred treatment. With respect to setting 
up goodwill on the consolidated balance sheet the au- 
thors have followed the recommendation of the Com- 
mittee on Accounting Procedure of the American Insti- 
tute of Certified Public Accountants presented in Bulle- 
tin No. 51, to the effect that the amount paid by a parent 
for an investment in a subsidiary in excess of the 
parent’s equity in the subsidiary should not be shown 
as goodwill on the consolidated balance sheet, which has 
been the traditional treatment, but should be allocated 
to the various assets of the subsidiary which are under- 
valued on the books. 

At first glance this seems reasonable, but in actual 
practice it is often difficult to apply because it would 
require what amounts to be appraisal of the subsidiary’s 
fixed assets to determine which are understated and the 
amount of the understatement. If an appraisal discloses 
various asset undervaluations the traditional goodwill 
account may be eliminated entirely. The various assets 
that are written up then require depreciation adjust- 
ments on the working paper for the current and future 
years, which further complicates the process of income 
determination. The accountant preparing the consoli- 
dated statements may well ask himself: Is it worthwhile 
and of sufficient materiality to adjust the assets in this 
way and thereby further complicate the consolidation 
process? 

Also, a strong argument can be adduced against this 
particular recommendation of Bulletin No. 51 on the 
ground that it requires a write-up of fixed assets or re- 
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valuation based on appraisal, and that this procedure is 
contrary to the generally accepted cost principle. The 
presumed advantage of this write-up procedure is that 
it substitutes a depreciable fixed asset for nondepreci- 
able goodwill and serves to reduce the income and to 
present the fixed assets at current realistic values. This 
may be true; but this is not the historical cost basis and 
thus is not in conformity with generally accepted ac- 
counting principles. 

However, Bulletin No. 51 is a recommendation of the 
Committee on Accounting Procedures of the American 
Institute, and therefore the authors are correct in in- 
cluding it in their textbook. It would, however, be inter- 
esting to know how many consolidated balance sheets 
appearing in the annual reports of American corpora- 
tions are prepared on this basis, thereby eliminating the 
traditional goodwil! account which is now called 
“Amount Paid in Excess of the Parent Company’s 
Equity in the Subsidiary.” 

Chapter 27 presents the traditional accounting pro- 
cedures related to foreign branches. The exposition is 
clear and the illustrative workpapers are carefully pre- 
pared and explained. This chapter gives due considera- 
tion to the procedures recommended by Chapter 12 of 
Bulletin No. 43 of the American Institute of Certified 
Public Accountants for presenting the earnings of for- 
eign subsidiaries of American corporations. Also, there 
is included a discussion of modifications in the tradi- 
tional foreign exchange conversion practices which have 
been suggested by some writers in this field. Since our 
great corporations have expanded vastly their invest- 
ments in subsidiaries in foreign countries and will prob- 
ably continue this expansion in the future, this area of 
accounting involving foreign exchange fluctuations and 
the impact thereof on the determination of income de- 
rived from foreign subsidiaries and branches will have 
to be given more attention as the years go by. 

The last chapter, No. 28 on “Public Accounts,”’ deals 
with fund accounting. It is a concise explanation of ac- 
counting principles and procedures used in governments 
and subdivisions thereof and in institutions. This chap- 
ter will give the student a condensed review of the 
usual extended course devoted to governmental ac- 
counting. For this reason it is very useful in preparing 
for the C.P.A. examinations. 

The assignment material covering 242 pages contains 
an abundance of thought-provoking questions and prob- 
lems illustrating the principles and procedures developed 
in each chapter. 

It is well known that ‘accounting textbooks are dif- 
ficult and laborious to write. Some are too simple and 
give the student so much help that he is not required 
to do sufficient thinking on theory and alternative pro- 
cedures. Other texts are too theoretical and abstruse. 

This text, however, is scholarly and carefully written. 
Theory is constantly stressed, opposing and traditional 
procedures are presented, and the authors’ preference is 
clearly stated. It has a depth of thought that requires 
careful study, but the thoughtful student will derive 
from this text a knowledge of advanced accounting 
theory and practice which will be essential and invalu- 
able to him in his profession, whether it be as a pro- 
fessional accountant or in some other related business 
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occupation. In summary, the authors have done ay 
outstanding job of textbook writing. 
ArtTHUR C. KELLY 
Professor, Department of Accounting 
San Jose State College 


Rosert L. Mitroy AND RoBERT E. WALDEN, Account. 
ing Theory and Practice—Intermediate (New York: 
Houghton Mifflin Co., 1960, 681 pp., $7.95). 


This first edition of a new intermediate accounting 
theory and practice text has, in the words of its authors, 
the following objectives: (1) to increase the student's 
ability to handle analytical data and to use more ad- 
vanced analytical techniques; (2) to offer him a wider 
view of many areas of accounting such as those dealing 
with fixed assets and stockholders’ equity; and (3) to 
discuss with him accounting theory and principles. The 
conventional topics ordinarily found in intermediate 
texts are covered thoroughly, but, in addition, the 
authors probe more deeply than usual into the funda. 
mental meaning and significance of financial accounting, 
A greater emphasis upon accounting theory and prind- 
ples is advanced by the authors along with a more criti- 
cal evaluation of these principles and the pronounce- 
ments of the national associations than is to be found 
in most of the present intermediate texts. Since the 
intermediate course is the terminal one for many stu- 
dents not planning careers in accounting, basic concepts 
and principles, their limitations and potentialities, are 
discussed in such a way as to enable the student to use 
his accounting knowledge in other areas of business 
study and work. 

The book is divided into thirty chapters, which 
makes it appropriate for use in a typical two-semester 
course. The nature of accounting theory and principles 
is introduced in the second chapter so the student be 
comes consciously aware of these principles as they ap 
pear and are related to problems arising in the remainder 
of the text. This early presentation of accounting prin- 
ciples as such is in contrast to several of the other texts 
in this area in which principles are not introduced until 
well along in the course. 

After an early introduction to accounting principles, 
the over-all aspects of the balance sheet, income state- 
ment, and statement of retained earnings follow. A 
study of the concepts and problems of income determi- 
nation is included in this early portion of the text along 
with a review of end-of-the-year procedures. 

Beginning with Chapter 6 and continuing through 
Chapter 13, the various working capital accounts and 
related problems are covered in detail. Interesting sup- 
plementary information is included in the appendix to 
Chapter 9 which contains Sections 18, 19, and 20 of the 
Uniform Sales Act regarding the passing of title to 
goods. The additional information serves as an aid to 
the student in making a decision as to whether goods 
should or should not be included in the inventory. 
Another appendix follows Chapter 10 in which are de- 
tailed the pronouncements on inventory valuations 
which have been made by Paton and Littleton in “An 
Introduction to Corporate Accounting Standards,” 
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American Accounting Association, Monograph No. 3, 
4940; “Accounting Concepts and Standards Underlying 
Corporate Financial Statements, 1948 Revision,” 
American Accounting Association; and “‘Restatement 
and Revision of Accounting Research Bulletins,’’ Com- 
mittee on Accounting Procedure, American Institute of 
Certified Public Accountants, 1953. These appendices 
provide an interesting and helpful addendum to the 
basic problems to which they are related. 

The coverage and explanations regarding accounts 
receivable assigned and accounts receivable pledged are 
particularly well done. Another feature not ordinarily 
found in most intermediate texts is covered in some de- 
tail in the chapter dealing with prepaid expenses. This 
chapter includes discussions and illustrations of the 
various types of fire and casualty insurance and de- 
scribes the operation of the co-insurance and contribu- 
tion clauses found in most insurance policies. 

The problems related to fixed assets and long-term 
liabilities are discussed in Chapters 14 through 20. 
There appears to be nothing unusual in the coverage 
of these topics. Although there are two chapters dealing 
with depreciation problems, the coverage of this general 
area seems to be a bit more brief than in some other texts 
currently available in the field. 

An unusually comprehensive coverage of the prob- 
lems related to stockholders’ equity is contained in 
Chapters 21-26. Three of these chapters are concerned 
with matters related to contributed capital, another 
with retained earnings, a fifth with corporate distribu- 
tion of dividends, and the final one with how stockhold- 
ers’ equity should be presented on the balance sheet and 
the statement of retained earnings. This section cover- 
ing the problems related to stockholders’ equity is one 
of the strongest features of the book. Some persons 
might feel that this important subject area has received 
a somewhat disproportionate amount of coverage, but 
that is probably primarily a matter of opinion. 

In the section dealing with the analysis of accounting 
statements, one chapter approaches analysis from the 
standpoint of earning ability and the other from the 
standpoint of financial strength. This is a meritorious 
approach and one which should make sense to the 
student analyst. The usual analyses and ratios are in- 
cluded in these chapters along with a somewhat briefer 
than usual discussion of the problems related to price 
level changes. Some texts in the intermediate area have 
devoted an entire chapter to the problems of price level 
changes alone. 

A discussion of the funds provided and applied state- 
ment is combined with that of cash-flow analysis in 
Chapter 29. This combination appears to be a logical 
approach and tends to clarify the nature of each of these 
two types of analysis and should make the material 
easier to grasp by the student. The authors present the 
three concepts of funds as this term is used in source and 
application of funds analysis; namely, (1) the working 
capital concept, which is the most widely held; (2) the 
cash concept, upon which the authors have taken the 
Position that when funds means cash, funds provided 
and applied and cash-flow analysis are essentially the 
same thing; and (3) the net monetary asset concept in 
which funds means net quick assets. The text does a 
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superior job of covering these two related problem 
areas. 
Missing from this text are any extensive discussions 
of income tax allocation, break-even analyses, problems 
related to business combinations and divisive reorgani- 
zations, and only a very brief exposure to quasi- 
reorganizations. These topics are mentioned at this 
point for the reason that they do appear frequently in 
some of the other texts in the intermediate area. 
Harry R. Price 
Professor of Accounting 
University of Miami (Florida) 


C. AuBrey Situ and Jim G. AsHBURNE, Financial and 
Administrative Accounting, Second Edition (New 
York: McGraw-Hill Book Company, Inc., 1960, 
pp. x, 640, $8.50). 


The second edition of Financial and Administrative 
Accounting is a new book in many . While the 
objective is the same as the 1955 edition, the book has 
been expanded and revised with respect to content and 
arrangement. This has greatly improved its usefulness 
for a variety of courses. The authors recommend it for 
use in executive training programs and in terminal ac- 
counting courses for non-accounting students of business 
administration, for prospective teachers of bookkeeping 
in secondary schools, or for graduate students in fieids 
related to accounting. For a one-semester course, there 
is ample material to permit a wide choice of topics with- 
out duplicating material taught in the first-year course. 
An excellent use of the text would be to start it after one 
semester of introductory accounting at the under- 
graduate level and continue it through a third semester. 
At the graduate level, no previous accounting training 
would be necessary. 

The greatest amount of revision is in the financial 
accounting section which now constitutes more than 
half of the book. Following an introductory chapter and 
a chapter presenting a review of procedures, fourteen 
chapters are devoted to the financial area compared 
with seven chapters devoted to this topic in the first 
edition. A separate chapter is now devoted to consoli- 
dated financial statements. Three chapters rather than 
one are now devoted to current assets, including a 
chapter on factory inventories. The earlier chapter on 
Fixed Assets, Liabilities, and Stockholders’ Equity is 
now expanded into four chapters. A Case Study on Fi- 
nancial Analysis is presented as a separate chapter 
rather than as a part of working capital analysis. Follow- 
ing the financial section are two chapters, one on the 
public accounting profession and the other devoted to 
internal organization of the accounting function of 
business. 

The managerial section consists of eight chapters 
relating to the use of accounting for managerial planning 
control, and decision making. The main changes in this 
section are an expansion in the discussion of several 
managerial uses of accounting and the substitution of 
one chapter on managerial planning to minimize tax 
for three chapters on income tax determination and re- 
porting in the first edition. The authors have now in- 
cluded or improved the discussion of such topics as re- 
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turn on investment, cash flow, direct costing, capital 
budgeting, break-even analysis, and differential costs. 

In general, the organization and choice of topics are 
excellent. Basic accounting concepts are discussed in 
relevant sections throughout the entire book. The com- 
putation of ratios and their analysis are introduced 
following the discussion of each general area such as 
receivables and inventories. A case study in statement 
analysis and a chapter on price-level changes follow the 
chapters covering the traditional financial statement 
topics. 

For the most part, the financial section of the book is 
up-to-date and presents an adequate discussion of alter- 
native procedures and concepts. In a few minor cases, 
however, this is not so. (1) The discussion of price-level 
changes in Chapter 3, for example, assumes the objec- 
tive of price-level adjustments is the present current 
values in the statements. When general indexes are used 
for conversions, the resulting statements do not pretend 
to present current values. (2) In Chapter 14, the use of 
an “Unissued common stock” account is now generally 
considered obsolete and of little value for teaching pur- 
poses. (3) The discussion of long-term debt is inadequate 
particularly with respect to the explanation of bond 
yield and the reasons for selling bonds at a premium or 
discount. 

In the managerial section of the book, the instructor 
will find good discussions of internal control procedures 
and the use of accounting data for managerial planning. 
Particularly valuable are the discussions of standard 
costs, full costing, and direct costing. However, two 
topics in this section are not discussed adequately. 
(1) The use of the term marginal revenue to mean the 
excess of total revenue over variable costs (page 359) 
is confusing to a student which some knowledge of eco- 
nomics. The discussion of break-even analysis should be 
one of the best places to integrate what the student has 
learned in his basic economics courses with the appli- 
cation of accounting to managerial planning. (2) In the 
discussion of the shut-down point, the authors attempt 
to clarify the explanation in the second edition. But 
their use of a series of equations has only complicated 
a rather simple concept. The shut-down point can be 
defined more easily as the point where total revenues 
are just equal to the total costs that would be eliminated 
by shutting down the plant. Further confusion is 


Fourth Edition 
Chapter 
No. Title 


1. Principles of Governmental Accounting 


Accounting and the Budget Process 

General Fund: the Accounting Cycle 

General Fund Balance Sheets and Surplus 
Statements 

Revenue Accounting 

General Property Taxes 

Expenditure Accounting 

Bond Funds 

Sinking Funds 

Special Assessment Funds 

General Fixed Assets; General Bonded Debt 
and Interest; Introduction to Interfund Re- 
lationships 
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added by equating dollar amounts with percentage 
(page 364). 

The chapter “Managerial Planning to Minimize Tay 
Expense”’ is certainly a better approach to the tar 
problem than attempting to teach briefly the techniques 
of tax reporting. However, the statement (page 483) by 
the authors that a careful review of transactions should 
be made to maximize income deferrals and expeng 
deductions should not be used to justify otherwise 
doubtful accounting techniques. 

The discussion questions and problems appear to be 
adequate in numbers and sufficiently provocative for 
either a one-year course or a one-semester course, For 
many of the chapters the authors include cases which 
should stimulate student thought and discussion. A few 
of the cases, however, are merely long problems. 

In general, the second edition of Financial and Ad- 
ministrative Accounting is a marked improvement over 
the first edition. The instructor who is looking for a 
text which covers broadly both the financial and mana- 
gerial aspects of accounting will find this book very 
useful. 

S. HENDRIKSEN 
Associate Professor of Business Administration 
Washington State University 


IRVING TENNER AND Epwarp S. Lynn, Municipal and 
Governmental Accounting, Fourth Edition (Engle- 
wood Cliffs: Prentice-Hall, Inc., 1960, pp. xv, 592, 
$8.50). 


The fourth edition of Municipal and Governmental 
Accounting is a revision prepared by Professor Lynn, 
“an admiring user (of earlier editions) for more thana 
decade.” As did its predecessor, “this book deals with 
accounting principles, standards, and procedures ap- 
plicable to state and local governments, including coun- 
ties, townships, cities, and villages, and to institutions 
such as universities and hospitals.” It also devotes at- 
tention to municipally-owned business enterprises, 
those which serve the public-at-large as well as those 
which serve only the various agencies of the govern 
ment. An efficient way to demonstrate the encyclopedic 
scope of the book as well as some of the organizational 
changes provided by this revision is thorough a compati- 
son of chapter titles of the new with those of its 
predecessor. 


Third Edition 
Tiile 
1. Principles and Standards of Governmental 


Accounting 
Budgeting 


The General Fund Balance Sheet 


Chapter 
No. 


General Fund Revenues 

General Property Taxes 

General Fund Expenditures 

Bond Funds 

Sinking Funds 

Special Assessment Funds 

General Fixed Assets. General Bonded Debt 
and Interest. Inter-Fund Relationships 
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12. Trust and Agency Funds 

13. Working Capital Funds 

14, Utility or Other Enterprise Fund: Summary of 
Interfund Accounting 

15. Cost Accounting and Cost Finding 

16. Cash 

17, Fixed Assets 

18. Liabilities 

19. Reporting 

2%. Accounting for Colleges and Universities 

21. Accounting for Hospitals 

2. The Post-Audit 


From the above we can see that there has been some 
shuffling of topic sequence as well as the addition of 
material. The material in the former chapter on Classi- 
fcation has been dispersed primarily to the chapters 
on Revenue and Expenditure and to a new A ppendix IV 
—Chart of Selected Balance Sheet Accounts. The new 
chapter on the Post-Audit is an expansion of the rele- 
vant material of the former Auditing and Financial 
Reporting Chapter. The new chapter, Accounting and 
the Budget Process, is introduced to overcome two 
prior deficiencies: (1) the lack of material on “the 
importance of governmental accounting as a tool of 
managerial planning,”’ and (2) the paucity of material 
on the “performance budget concept.” 

A useful appendix, Governmental Accounting Ter- 
minology, is continued; only one new item appears, the 
term and definition for “Surplus Receipts.” This defini- 
tion and a discussion have been added to the chapter 
on Revenue Accounting (pp. 78-79) where the use of 
such an account is effectively attacked. Thus, a better 
addition to the glossary would have been a definition 
of general fixed assets to improve upon one in the text— 
“General fixed assets may be defined as those assets 
which are not a part of any fund” (p. 189). 

The Bibliography (Appendix Three) includes many 
publications that have appeared in the last few years, 
and the book continues to rely upon the pronounce- 
ments of the various authoritative organizations. These 
are carefully footnoted. There may be other recent 
pronouncements, but I noticed only one which had a 
date later than that of the third edition (p. 282). 

There are abundant questions and problems except 
for the chapter, The Post-Audit. “The purpose of the 
auditing chapter is to impress students of governmental 
accounting with the proper functions of the independent 
auditor and with the principles which guide the auditor. 
In view of this limited objective, no problems have been 
provided” (p. 585). Although several new problems 
have been added throughout the text, I think it is fair 
to say that most of the questions and problems have 
been taken from the earlier edition with only a change 
in the dates. This is not said critically since it would 
be impractical, if not impossible , to revise all problems 
from one edition to the next. However, one purpose of 
a new edition is to overcome the student organization’s 
“file” of problem solutions. 

In the new material the author has used the two 
glamorous terms which have achieved currency in recent 
years in the area of governmental finance—performance 
budgeting and post-auditing. Although he points out 


10. Trust and Agency Funds 
11. Working Capital Funds 
12. Utility or Other Enterprise Funds 


21. Cost Accounting 
Cash 


14, 
16. Fixed Assets 
17. Liabilities 


18. Auditing and Financial Reporting 
20. Accounting for Colleges and Universities 
19. Accounting for Hospitals 


2. Classification of Accounts 


that “the terms ‘program budget’ and ‘performance 
budget’ appear to be interchangeable” (p. 20), the term 
“performance” is elected for subsequent use. This is un- 
fortunate, at least for governmental services such as 
those devoted to the protection of persons and property 
(police, fire, courts, and health activities). For these, 
and others such as welfare, rehabilitation, delinquency, 
etc., it is more accurate to speak of the costs of an an- 
ticipated program. This is important because there is a 
tendency to calculate the cost of a “performance” on 
an average unit cost basis. That is, the cost of a per- 
formance tends to be calculated in about the same way 
as an “equivalent performance” in process cost account- 
ing. It is rather forbidding to think of the possible 
action that could be taken in answer to the demand— 
get the costs down. 

For the literal minded, to speak of pre-audit and 
post-audit raises the question, what has happened to 
the audit? The pre-audit is nothing more than voucher 
approval for payment. And while there are some unique 
facets to voucher approval in government, the purpose 
is essentially the same as elsewhere. The “post-audit” 
as described in the text is the audit as it is usually per- 
formed by the outside, professional accountant. To the 
extent that an audit is undertaken by a governmental 
official, this could take the direction of a “performance 
audit,” an attempt to determine how well the budgeted 
program was executed. 

Users of the third edition might wonder, why this 
edition mow? Is it because of the “earlier introduction 
of interfund entries”? (p. v). They are still removed to 
page 197 and there are only 401 pages of text. Out-of- 
print? There was a printing of the third edition in 
December, 1959. New obiter dicta? Not evident. New 
problems? To some extent. A new emphasis “upon 
accounting as a part of the total budget process”? 
(p. v). (Should this be the other way around?) 

In this instance, there is another approach to evalua- 
tion. By rather rare coincidence, Professor Lynn re- 
viewed the third edition of this text for the THE Ac- 
COUNTING REviEw (Vol. XXX, No. 3 (July, 1955), 
pp. 559-60). This provides the reader with an oppor- 
tunity to determine the extent to which the new author 
overcame what he felt were the deficiencies of the third 
edition. On balance, the author has done a good job. 
However, there is one notable exception. Professor Lynn 
had been critical of the earlier handling of “Accounting 
for Other Enterprises” to which one and one-half pages 
were devoted. Curiously, the fourth edition is identical 
with the third in this discussion (4th Ed., pp. 252-53; 
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3rd Ed., pp. 199-200). As a result, I am anxious to 
learn his answer to Question 1 of Chapter 3, ‘““Why is 
there no chapter in this text devoted to describing oper- 
ations and accounting procedures of special revenue 
funds’? Especially since some of the publicly-owned 
enterprises such as parking-meter installations and jet 
airports do not have privately-owned counterparts or 
uniform systems of accounts. Perhaps the author does 
not classify these as special revenue funds. 

In any event, the fourth edition is here. It is an im- 
proved version and its “updating” represents more 
progress than has been evidenced in observable practice 
of the last five years. Those not familiar with the third 
edition will find the new book a useful text replete with 
illustrations of forms and financial statements to meet 
almost every need. 

GREEN, JR. 
Associate Professor of Accounting 

University of Chicago 


Tse, Joun Y. D., Profit Planning through Volume-Cost 
Analysis (New York: The Macmilian Company, 
1960, pp. x, 240, $7.95). 


This is a timely factual, and analytical book written 
specifically for management on these levels involved 
with both long-range and short-range company planning 
and operations. This book is divided into three parts, 
Part I deals with the uses of volume-cost analysis in 
profit planning and includes applications to planning 
capital expenditures, make-or-buy problems, product 
selection, pricing decisions, and cost control. Part II 
examines various aspects of incorporating volume-cost 
analysis in the formal system of variable (or flexible) 
budgeting in the large business organization. In addition 
to the ample number of actual case examples included 
in the text, complete case histories of volume-cost 
analysis and variable budgeting, as incorporated in 
three large companies, are presented in the appendices. 

The first objective of this book is to show the needs 
and potentialities of volume-cost analysis as a modern 
tool of management, and how this tool can be used to 
help management make better planning decisions and 
do a better job of controlling the operation of the busi- 
ness. In the belief that in many companies the need for 
volume-cost analysis and the potential application of 
volume-cost studies have not been widely recognized, 
the author shows, through analysis of actual business 
problems and concrete examples, a variety of important 
uses of volume-cost studies. As a unique feature of this 


book, in discussing the multiple relationships of volume, 
costs, and profit, the author uses actual case examples 
based primarily upon the experiences of a score of 
companies in several different industries. Numerous 
tables, graphs and charts are used to amplify and illus. 
trate specific points. Included among the analyses is the 
application of the author’s formula, table, and charts 
for helping management to evaluate price reductions, 

The second objective of this book is to show some 
of the key factors underlying the successful budgetary 
control application of this new tool so those contem- 
plating introduction of the new system may avoid the 
pitfalls which have been experienced by others. In this 
connection, certain fundamental considerations which 
must be understood by management attempting to 
make an improved budgetary system work are discussed, 
Basic principles to be followed in preparing budget 
estimates for variable budgeting are next examined, 
Guides for selecting a proper measure of activity level 
of production and sales volume are fully explored. The 
role of the time element in volume-cost-profit studies 
receives thorough consideration. Various aspects of the 
measurement and analysis of the variation of actual 
profit from the forecast profit are also discussed. 

Part I dealing with the uses of volume-cost analysis, 
should be of particular interest to executives who are 
primarily desirous of knowing how such analysis can 
help them make better decisions. Part II, dealing with 
factors underlying the successful application of formal 
volume-cost budgetary analysis systems, should be of 
interest to those who are responsible for the installation 
and administration of such systems. 

Thus, the book appears to be of more use to the busi- 
ness executive than to the student in the classroom, 
unless the latter has had considerable exposure to 
volume-cost-profit analysis and variable budgeting. The 
absence of discussion questions at the end of each chap 
ter and the lack of situation or case problems other than 
those analyzed in the text discussion may be a deterring 
factor in the choice of this book for classroom use. For 
purposes of advanced seminar or case-study types of 
courses in managerial cost analysis and budgeting, this 
book should serve as a valuable supplementary volume. 
It is a book which cannot be lightly read with any worth 
while results; but if carefully studied, its contributions 
to the increased knowledge and understanding of the 
user should be extensive. 

CLARENCE L. DUNN 
Professor of Accounting 
Louisiana State University 


Economics 


Joun P. PoweEtson, National Income and Flow-of- 
Funds Analysis (New York: McGraw-Hill Book Co., 
Inc., 1960, 550 pp., $7.95). 


This book has two peculiar features: it pays tribute 
to the flow-of-funds approach and it also devotes ample 
space to a new technique of teaching. The flow-of-funds 
analysis of national income, initiated by Morris A. 


Copeland about a decade ago, has not found its way inte 
the textbooks yet. To the best of the reviewer’s know: 
edge, Professor Powelson is the first author who treats 
the subject in a regular textbook destined for collegiate 
use. The technique of teaching adopted by the author § 
consists of following the accounting entries of an imag 
nary country, called Nolandia! It also consists of a 


SRE ESSER TR ZELET SERS 


(PIPPI 


an¢ 
Ho 
act 
the 
fo 


imaginary conversation between “Scholars,” “assembled 
jn the Academy to discuss the manner in which the 

ent transactions would be recorded in the 
national product system.”” To prepare the reader for 
this rather unorthodox method, the author tells us that 
“Scholars A, B, and C are the questioning ones. Scholar 
D thinks he has all the answers; and usually he does, 
although sometimes his answers are a matter of opinion. 
Scholar E supports Scholar D, though the author cer- 
tainly does not mean to imply that one of his imaginary 
colleagues is a yes-man. 

Asample of the conversation between the “Scholars” 
reads as follows:—Scholar A. “It seems to me that we 
have already decided on a two-fold distinction between 
sectors according to functions. We have a producing 
sector which produces, and a household sector which 
consumes. All we have to do now is decide whether the 
government is a producer or a consumer, and to enter 
its transactions in the appropriate sector account.” 
Scholar B. ““Not so fast. It seems to me that our sectors 
are divided not according to functions but according 
to people and institutions. That is, people are in the 
household sector, and businesses are in the producing 
sector.” Scholar C. “Does it really make much dif- 
ference? Aren’t the sectors classified in both ways? 
Institutions produce, people consume. The one per- 
forms one function, and the other the other. I think our 
sectors are quite appropriately delineated both accord- 
ing tofunction and according to people and institutions.” 
Scholar D. “This is all very well when you have only two 
sectors, as we have had so far in Nolandia. But when 
you start adding more, such as government, I feel that 
the principles ought to be more clearly defined. Let’s 
look at it this way, The purpose of sectors is to assist 
economic analysis, isn’t it? It doesn’t really matter 
whether they are defined functionally or institution- 
ally, just so long as all persons or institutions who be- 
have in similar fashion have their transactions recorded 
in the same sector account.” 

And so the discussion between “Scholars” goes on 
and on and from time to time, as a result of the dis- 
cussion, entries are presented, which reflect given situa- 
tions. In accordance with the principle of double-entry 
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The table shows that “goods have been sold for $350, 
that $300 is left over for distribution to factors of pro- 
duction in wages, profits, and other costs. The govern- 
ment saves $50, because it has income of that amount 
and no consumption. Thus . . . households, with income 
of $300 and consumption of $350, have dissavings of 
$50.” Starting with a simple table, which explains the 
technique, the author gradually goes into more com- 
plicated situations. The author is using the accounting 
framework as his principal illustrative device, arguing 
that this method has the “advantage of organizing the 
student’s thoughts along the channels in which data are 
most likely to be available.” 

Having commented on the specific features of the 
book, let us now glance at its over-all contents. Part one, 
entitled National Income Accounting, discusses the eco- 
nomic objectives and economic accounting, the national 
income and product account, capital goods and business 
saving, the government account, foreign trade and the 
national product accounts of the United States. 

Part two, called National Income Analysis, discusses 
models and multipliers, the consumption function, and 
the acceleration principle. In part three the author 
deals with the flow-of-funds accounts and the chapters 
of this part bear the following titles: Sources and uses 
of funds; The monetary system, The flow-of-funds ac- 
counts of the United States. Part four of the book, 
entitled Problems of Stability and Growth has eight 
chapters, dealing with (1) the strategic role of invest- 
ment, (2) inflation, (3) real income and product, (4) in- 
come distribution during inflation, (5) productivity, (6) 
internal and external equilibrium, and (7) economic 
policy. 

As the Flow-of-Funds approach to national account- 
ing is not yet widely known, it appears proper to give 
here some comment on the subject. The Federal Re- 
serve System in its Bulletin dated October 1955 dis- 
cusses the flow-of-funds as a “New accounting record 
designed to picture the flow of funds through the major 
sectors of the national economy.” These sectors are: 


Consumers 
Corporate business 
Nonfarm noncorporate business 


accounting, every transaction is recorded so as to reflect Farm business 
the “give and take’’ action which takes place between Federal Government 
two sectors. Consumption is recorded as a debit and State and local Governments 
income as a credit of any sector. Several related entries Banking system 
form tables. A typical table thus looks like this: (p. 64). ce 
Saving and 
Producing Government Household Investment 
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
Payments to factors of production 300 300 
Business transfer payments: Taxes 50 50 
Personal consumption 350 350 
Government saving 50 50 
Personal saving 
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Other institutional investors 
Rest of the world 


The FR Bulletin further says that “the flow-of-funds 
sector accounts can be visualized as a set of interlocking 
balance-of-payments statements, each of which, in 
major respects, is similar in format to balance-of-pay- 
ments statements that have been developed to record 
the flow of international payments. Each flow-of-funds 
sector account records the sector’s purchases and scales 
of commodities and services, its credit and capital out- 
flows and inflows, and the changes in its monetary 
balances.” “Each transaction recorded is reflected in at 
least four entries in the accounts of participating sectors. 
For example, a transaction consisting of a purchase of 
goods for cash is entered as a purchase of goods by the 
buyer, a sale of goods by the seller a reduction in cash 
for the buyer, and an increase in cash for the seller.” 

Professor Powelson clarifies that the “flow-of-funds 
accounts tells us what the sectors do with their saving: 
whether they use it for investment in financial assets or 
in capital goods”; while the national product accounts 
tell us how much saving is done by households, govern- 
ment, and business. 

This reviewer agrees with Professor Powelson that it 
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is hardly possible to assess the usefulness of the flow-of. 
funds accounts in economic analysis, as the procedure 
is still new. One day somebody will begin to use the 
flow-of-funds accounts in his analysis and interpreta. 
tion of events; others will criticize and, once the bal] 
starts rolling, we may find ourselves in the midst of dis- 
cussions in which the new tool will become indispensable, 

The book contains problems, interim summaries, 
summaries, a good index, is written in a fluent, crisp, 
direct style and will become very “‘teachable,”’ once the 
student and the teacher get accustomed to the account- 
ing and the “Scholar A and Scholar B” approach. 
Professor Poweison has created something new in a 
field where we are accustomed to follow a trodden path. 
It takes some time until a new approach finds adherents 
willing to try it and then to adopt it. The trial is cer- 
tainly worthwhile. The book is not only a good text for 
courses in national income: it is also a valuable supple 
mental material for courses in cycles, fiscal and mone- 
tary policies, and Keynesian economics. 

MICHAEL ALBERY 
Professor of Economics and Finance 
Boston College 


Finance 


C. G. Epcr, The Appraisal of Capital Expenditures 
(Hamilton, Ontario: The Society of Industrial and 
Cost Accountants of Canada, 1959, pp. 76, $3.00). 


This little book, written by the assistant treasurer of 
a Canadian manufacturer of chemicals, leads account- 
ants step by step into an understanding of currently 
used methods of evaluating proposed capital expendi- 
tures. Mr. Edge begins by developing a rationale for 
taking an investor’s viewpoint toward capital invest- 
ment. Persons making investments in money contracts 
essentially look to the components of the return which 
they anticipate: (1) a series of interest payments on the 
amount at risk and (2) a repayment of the debt itself at 
some future date or dates. It seems reasonable that in- 
vestors in éhings should take the same viewpoint. 

Financial investors use varying interest rates to re- 
flect their opinions as to the value of money in time and 
reflect the degrees of risk involved in investments. In- 
vestors in physical things or processes can logically use 
interest rates in the same way to evaluate their proposed 
investments. 

The book leads on into considerations affecting ac- 
ceptable rates of return, considers economic cost con- 


cepts, and compares the favored discount methods with 
other methods. Procedures for documenting the appro- 
priation request are discussed at some length. Finally, a 
full chapter is devoted to step-by-step solutions apply- 
ing the discount methods to choice of alternative equip- 
ment, cost reduction proposals, and replacement. The 
effects of taxation and of salvage value are illustrated 
by worked-out examples. Appropriate interest tables 
are provided. 

This is a practical presentation of a sometimes dif- 
ficult subject. The reader who will follow the text 
through and carefully work out a few problems for him- 
self, applying the procedures given in the examples, will 
have a fairly good grasp of both the rationale and tech- 
nique of capital expenditure evaluation. This book and 
Bierman and Smits’ Capital Budgeting Decision supple- 
ment each other very nicely. 

It is to be hoped that the Society will follow up with 
a similar report on procedures for post-expenditure 
evaluation and review. 

GARDNER M. JONES 
Associate Professor 


Michigan State University 


General 


CONTROLLERS INSTITUTE RESEARCH FOUNDATION, INC., 
Corporate Records Retention, Volume 3, A Guide to 
Requirements of State Governments of the U. S. (New 
York: Controllers Institute Research Foundation, 
Inc., 1960, pp. x, 1022, $20.00.) 


Corporate managements in attempting to conform 
to government requirements for records retention are 


confounded by an abundance of statutes and regulations 
which fail to specify unequivocally the kinds of records 
that must be retained and the period cf retention. The 
expressed interest of businessmen in the development of 
summaries of major governmental requirements for re- 
tention of corporate records to be used as comparative 
guides inspired the study series of which Volume 3 is 
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the final work. The book was published as an aid in 
carrying out records management and cost control 


Volume 3 of “Corporate Records Retention” pre- 
sents the statutory and regulatory requirements of the 
fity states and the District of Columbia, in effect as of 
January, 1960, making available basic data pertinent 
torecords retention problems. 

The reference is divided into fifty-one parts. Each 
part contains excerpts from a particular state’s statutes 
and regulations which touch upon record-keeping  re- 
quirements in the areas of CORPORATIONS GENERAL 
(stock books and books of account, admissibility of 
photo-records, etc.); TAXATION (corporate income tax; 
franchise tax; sales, use and gross receipts tax, etc.); 
tasok (hours and wages, unemployment insurance, 
workmen’s compensation, etc.); INDUSTRIES (banks, 
insurance companies, electric utilities, railroads, etc.). 
Ease of reference is facilitated by a set of quick-refer- 
ence tables which serve as an index and partial summary 
and by individual tables of contents for each of the 
fifty states and the District of Columbia. 

Although a truly excellent volume, it should be 
noted that neither this book nor the two preceding 
volumes of the series is designed to give legal advice, 
and that the purpose of the book is not to render legal 
interpretations of the statutes and regulations discussed 
in the work. There are no discussions on the effect of 
court decisions on references quoted, and there is no 
intention to furnish a complete compilation of all 
statutes and regulations which could affect the record- 
keeping requirements of a corporation. Also, only state 
governmental requirements are dealt with; municipal 
requirements are not covered. 

The Controllers Institute Research Foundation has 
published two prior works, Volumes 1 and 2, which 
cover U. S. Federal and Canadian requirements respec- 
tively. They were issued in 1958 and 1959. 

ALFRED P. 
Associate Professor of Accounting 
Lehigh University 


GOLDBERG, Probability, An Iniroduction (Engle- 
wood Cliffs, N. J.: Prentice-Hall, Inc., 1960, pp. ix, 
322, $7.95). 


Quantitative, analytical methods are being used in- 
creasingly in business today. Problems studied by these 
methods range from determining the optimum produc- 
tion schedule to deciding where an additional ware- 
house should be located, from determining how much 
should be spent on advertising to evaluating the effect of 
key factors on consumer preferences. Linear program- 
ming, queuing theory, game theory, inventory models, 
and statistical design of experiments are some of the 
analytical tools used for these purposes. Mathematics, 
probability, and statistics are the foundations of these 
analytical methods. 

Much of the empirical data needed for use with the 
analytical methods mentioned come from the account- 
ing system, or are closely related to it. Consequently, 
accountants should be greatly interested in these ana- 
lytical methods because they are being utilized for 
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studying many different business problems. If an ac- 
countant wishes to obtain more than on over-view of 
these methods, he will have to begin by studying their 
foundations—namely, mathematics, probability, and 
statistics. 

Probability, the second of the foundations, has inter- 
est to accountants not only because it is basic to analyti- 
cal methods, but also because much of the accounting 
data may be considered within a framework of prob- 
ability. For example, we may conceive of the probability 
that an account receivable will become a bad debt. For 
any one account, there is an element of uncertainty 
whether it will be paid; but for a large group of ac- 
counts, reasonable predictions can frequently be made 
of the total loss to be incurred because of bad debts. 
Similarly, we can conceive of the probability that the 
direct labor cost for the production of a lot of given size 
will exceed a certain amount, or the probability that an 
inventory item will become obsolescent or damaged 
while in inventory. Numerous books on probability are 
available today. Two excellent ones are Probability 
Theory and Its Applications by William Feller and 
Modern Probability Theory and Its Applications by 
Emanuel Parzen. These books have the disadvantage, 
for persons whose background in mathematics is not 
advanced, that they require some sophistication in 
mathematics, and that basic concepts are intermingled 
with more advanced developments. For a person who 
wishes to obtain only a basic introduction to probability, 
and whose training in mathematics is limited, those 
books would not provide a simple approach to prob- 
ability. 

Probability, An Introduction, by Samuel Goldberg, is 
intended for this neglected group—namely, persons 
with mathematics training up to algebra only who wish 
to obtain an introduction to probability. With this as 
his objective, Goldberg has done a fine job in introduc- 
ing the basic probability concepts; his approach is mod- 
ern, the development is straight-forward, and the 
presentation is elementary and lucid. Numerous exam- 
ples are included in the discussion, and many problems 
are interspersed in the text to provide practice material 
for the reader. 

The book begins with an introduction to the theory 
of sets, since use is made of set theory in the develop- 
ment of probability. Chapter 2 discusses probability in 
finite sample spaces. All of the basic concepts—sample 
space, probability of an event, conditional probability, 
independent events—are explained and illustrated here. 
Only then are combinatorial probability methods 
briefly explained in Chapter 3. This order has distinct 
advantage over the common one which uses combina- 
torials to explain basic probability concepts. With the 
latter approach, readers frequently become so involved 
with problems connected with combinatorials that the 
explanation of basic probability concepts becomes of 
secondary importance to them. 

Chapter 4 deals with random variables, and includes 
a discussion of the mean and variance of a random 
variable. Joint probability functions are also considered, 
and some results concerning the sample mean are ob- 
tained. Chapter 5 takes up the binomial probability dis- 
tribution, and this distribution is then used to explain 
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some basic aspects of testing a statistical hypothesis. 
The chapter closes with an example of statistical 
decision-making, taking into account the losses resulting 
from incorrect decisions. 

An introductory book such as Goldberg’s must of 
necessity exclude more than it includes. It might have 
been feasible, however, to include some material on 
Markov chains to introduce the reader to this important 
area. One minor complaint concerns the types of exam- 
ples and problems that are used in the book. A sub- 
stantial number of these refer to coin tossing, and draw- 
ing cards from a deck or balls from an urn. To be sure, 
these illustrations are simple to present. However, a 
reader who is not acquainted with the wide uses of 
probability may obtain the incorrect impression that 
probability is largely confined to these, for him, un- 
important, cases. An accountant who works his way 
through Goldberg’s book may not have this problem, 
as he is probably motivated at the start. However, even 
in the case of a motivated reader, it would be well to 
give him, by means of the problems, numerous illustra- 
tions of the wide range of applicability of probability 
concepts. 

In summary, then, Goldberg’s Probability is a good 
introduction to the basic concepts of probability. Ac- 
countants, who wish to obtain some insights into prob- 
ability, can make profitable use of this book. 

Joun NETER 
Professor of Statistics 
University of Minnesota 


STEPHEN J. KNEZLEVICH AND JOHN Guy FowLxgs, 
Business Management of Local School Systems (New 
York: Harper & Brothers, 1960, pp. vii, 328, $9.00). 


In their preface to Business Management of Local 
School Systems, the authors state that “this book was 
designed with a twofold purpose of serving as a text for 
college classes devoted to school business procedures 
and as a source book for superintendents and school 
business officials.” Regarding the first of these purposes, 
the authors have produced a book which broadly and 
generally introduces the field of school business manage- 
ment. The book is well-written and treats each topic in 
a manner that can be understood by the student with 
no knowledge of accounting or other business subjects. 
As a source book for superintendents and school business 
officials, the book may have value in specialized areas 
and in obtaining selected references on a variety of 
topics. 

The subject matter may be divided into two main 
sections, the first of which deals with an introduction 
to financial management and accounting, and another 
which treats more selective topics. The authors begin 
with a discussion of financial management as it applies 
to a schoo] system and emphasize its value and need. 
This leads to a chapter which is devoted to the educa- 
tional budget, its history, preparation, presentation, 
adoption, and administration. The subsequent eight 
chapters consist of a survey of the accounting process, 
including the design of school accounting systems, in- 
come, purchasing, payroll, expenditures, auditing, cost 
accounting, and financial reporting. These topics are 
covered in an elementary manner, even to the extent 
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of introducing the balance sheet equation and defining 
debits and credits. Chapters 4 and 7, which discuss in. 
come and expenditures, respectively, are written much 
like a chart of accounts. The authors have set forth the 
classifications recommended in the 1957 U. S. Office of 
Education financial accounting manual for local and 
state school systems. In the chapter on auditing, ab 
though the need for independent audits was mentioned, 
the need for limitations to be placed upon the independ- 
ent accountant seemed to be stressed. 

The second section covers a wide range of topics, 
certain of which do little more than make the student 
aware of their importance and others which could be 
used as a handbook for a particular school system. The 
chapters discussing Schoo] Indebtedness and Capital 
Outlay Financing, and School Insurance are general and 
give the novice an idea of the problems involved. Aw 
counting for Student Body Activity Funds has bees 
handled in great detail. The text also includes chapters 
on Efficient Operation and Maintenance of School 
Plants, Accounting for School Properties, and Manage 
ment of School Transportation and School Food Serv- 
ices. Certainly these areas are important to the admini- 
strator, but one wonders if it is necessary to include 
such things as a work schedule for a part-time janitor 
or a weekly maintenance check list for school buses. 

Throughout the book the authors point out the 
similarities and differences between private and public 
business management problems. They have indicated 
the need for an understanding of the topics covered and 
have in most instances presented a very broad area in 
a clear and concise manner. With this text as a basis, 
departments of education might develop a good course 
in business management of local school systems. 

Francis M. Brapy, JR. 
Assistant Professor of Accounting 

Lehigh University 
J. H. Leveson, Editor, Electronic Business Machines 

(New York: Philosophical Library Inc., 1960, pp. 

272, $15.00). 


The material presented in this book is based on two 
series of lectures delivered at Dundee Technical College 
during June and July, 1958. The first group of lectures 
provided an introductory study of the application of 
electronic computers to industrial and commercial 
data processing. The second series was aimed at those 
already possessing some background in basic electroni¢ 
data processing and afforded them the opportunity to 
study recent developments in this field. 

In order to present the material in a style suitable 
for publication in book form, the lectures were rewritten 
and organized into three main sections: I. Programming 
for Business Purposes, II. Business Management and 
Electronic Data Processing, and III. Computer Equip 
ment and Applications. 

Much of the first section concerns itself with a sit 
plified description of programming. Also discussed are 
computer features and techniques, sorting via magnetic 
tape, and flow charting. The group of chapters making 
up Section II take up matters of special interest to 
management such as (a) business procedures and prob 
lems as they appear from the computer’s viewpoint, 
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(b) management decisions to be made if and when a 
computer is installed, (c) effects of a computer instal- 
lation on patterns of organization, (d) analysis of 
present procedures and the designing of new procedures 
to meet the requiremens of a computer, (e) relationship 
between the size of an organization and the capability 
of equipment required, (f) selection and training of com- 
puter personnel, (g) relationship of cost and value of 
information obtained, and (h) impact on auditing and 
control. 

The final section deals with equipment in consider- 
ably more detail. Several applications which illustrate 
the capabilities and limitations of equipment are 


Notwithstanding the attempts made to rewrite the 
lectures to conform to the requirements of publication, 
the various chapters still manage to read much like a 
series of talks. Very little documentation is employed 
to illustrate the more complex topics being discussed. 
Little attempt was made to present more than a cursory 
examination of the many subjects covered. Any one 
desiring a comprehensive text in electronic data process- 
ing had best look elsewhere to some of the outstanding 
works published during the last few years. 

Even with the many shortcomings, there is still much 
to recommend in this book. The early chapters in Sec- 
tion I present some unusually clear narrative of ex- 
tremely complicated concepts. The basic need for 
computer “memory” or “store’”’ is discussed; the rela- 
tionship of this memory to instructions and data is then 
examined. The point is made that the advent of the 
first electronic computers made possible a thousandfold 
increase in internal processing speeds. This significant 
improvement was the result of the introduction of elec- 
tronic storage. Heretofore, early calculators had been 
forced to employ mechanical storage. 

The chapters on programming include some out- 
standing discussion of such matters as packing and un- 
packing of data, address modification, index registers, 
fixed versus variable word machines, address structure, 
and a host of other practical subjects. Comment is made 
that much more money has been spent and is still being 
spent today in programming than in designing com- 
puters, emphasizing the crying need for more efficient 
automatic programming schemes. 

An unusually lucid study of sorting on a magnetic 
tape computer is available in Chapter 6. The handling 
of the data being sorted and the manner in which the 
equipment is employed is shown in detail sufficient to 
illustrate the principles. The chapter on flow charting 
should likewise prove to be one of the most appreciated 
by the uninitiated. Much of the material appearing in 
Section IT must have created a far better impression in 
lecture form than it does in this book. There simply are 
too many overgeneralizations which cannot stand the 
close scrutiny afforded a reader as opposed to a listener. 

The writer challenges the often-heard claim that it is 
far easier to teach computers to a company’s systems ex- 
perts than vice versa. He cautions that there are indica- 
tions that the problem of gaining enough knowledge for 
the intelligent selection of EDP equipment may be com- 
parable to the task of studying a major area of the busi- 
ness for redesign. The simultaneous training required 
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for personnel to understand computers and to design an 
efficient data processing system poses serious problems. 
A manufacturer’s representatives can teach equipment 
design, operation, and use in general terms. Developing 
skills in systems analysis and design for bridging the gap 
between the equipment and the business system de- 
veloped around it presents a serious problem to the 
successful implementation of computer systems. There 
is a strong implication that some form of superior being 
has to be found to bridge this gap. 

Another argument this reviewer quarrels with is the 
assumption that management people are in the best po- 
sition to decide what information they need to control 
operations. He warns that the consumer may have a 
good notion of the value of information he receives but 
he is likely to have little or no idea of the cost of gather- 
ing and processing these data. Consequently, the de- 
termination of what information is useful should in- 
volve the cooperation of data originators, processors, 
and users, since the net advantage of knowing some- 
thing depends on both the cost of learning it and the 
benefit derived from using it. 

VALMOND PouLin, Manager 
Management Consulting Services 
Lybrand, Ross Bros. & Montgomery 


GrorcE P. ScHuLTz AND THomas L. WHISLER, Editors, 
Management Organization and the Computer (Chi- 
cago: Graduate School of Business, University of 
Chicago, 1960, pp. xvii, 257, $7.50). 


In early 1959, the McKinsey Foundation sponsored 
a seminar on management organization and computers, 
bringing together specialists in both organization and 
computer usage to explore the question: “What is 
happening to organization in large firms which have 
adopted the new information technology of which elec- 
tronic computers are an important part?” 

The eleven seminar papers (with some ensuing dis- 
cussions) presented in this volume range from descrip- 
tion of highly integrated data processing applications 
to some rather blue-sky speculation on the probable 
changing pattern of line-staff relationships as coor- 
dination takes the place of control in future manage- 
ment systems. While the title of the book implies a con- 
cern primarily with computers per se, the content of 
the papers leaves no doubt that broader issues of 
organization and of managerial relationships are arising 
out of changes in the assembly and processing of in- 
formation for operating business firms. 

The papers appear in four sections: 


1. a synthesis of ideas about the impact of information 
technology on management jobs and organization 
problems. 

2. analysis of the relation of computers and computer 
systems to other elements of information technology 
and to statistical, mathematical, and simulation 
tools now in increasing use. 

3. considerations about organization and how it op- 
erates. 

4. case studies of experience in four large and one small 
company. 
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Some of the most significant arguments appear in 
part three, where Professors McGregor and Bavelas 
discuss the role of staff people in organizations and show 
how this role is changing with new technical develop- 
ments and with increased understanding about how or- 
ganizations work. They also reflect on the organiza- 
tional effects of various ways of introducing new tech- 
nology. Curiously, it is sometimes necessary to auto- 
mate at somewhat less than the optimum level because 
of the very real need of people to feel that they still 
have control even when they don’t. Professor Bavelas 
explains why some paper-perfect control systems break 
down; this section should be required reading for 
budget worshippers. 

Throughout the book, emphasis is on the necessity 
for taking a high-level organization-wide approach to 
information automation proposals, the viewing of the 
firm’s operating structure as a management system 
rather than as a set of clear and distinct functions. The 
book would be valuable reading for officers of firms 
contemplating large-scale computer operations; by en- 
abling them to see organization in perspective, it could 
easily forestall some blunders in the planning and intro- 
duction of the new information-handling technology in 
their firms. It provides for others of us a glimpse into 
the world of management method which is supplanting 
Scientific Management. 

GARDNER M. JONES 
Associate Professor 
Michigan State University 


M. ScuutTre AND Erwin R. STEINBERG, Com- 
munication in Business and Indusiry (New York: 
Holt, Rinehart and Winston, Inc., 1960, 392 pp., 
$4.75). 


Immediately upon opening this book one senses the 
validity of the title and the willingness and ability of 
the authors to serve him, Here is a persuasive, timely 
statement and demonstration by experts of the in- 
creased need of careful organization of one’s ideas, of 
precision of statement, and vitality of message—of the 
need of comprehending quickly the written and spoken 
word of others, of inferring their unspoken words, of 
gauging their intentions; for the psychological content 
of this book is appropriately great. In an age in which 
machines are translating languages and “reading” and 
posting business communications the businessman can- 
not fumble for words or read words as worDs. 

As a result of the authors’ service as consultants in 
communication to commercial and industrial enter- 
prises, they have acquired first-hand information of the 
details of great business. As a result of their linguistic 
talent, their wit, and their service as teachers, they have 
achieved the skill to share this information with the 
student and to present it so engrossingly that the 
student is likely to forget that he is studying. For these 
authors shun rules and teach chiefly by example. They 
do not, for instance, proscribe the passive voice in busi- 
ness communications, but, using the case method, offer 
a letter replete with examples of the passive which 
follows the expletive i (“it is estimated,” “it is now 
contemplated”) and record their students’ reactions to 
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the letter writer’s language: “He’s afraid to take re 
sponsibility”; ‘Wouldn’t trust him to clean out, 
wastebasket”; ‘‘Pussyfooter.” 

Instead of boring the reader with a preliminary dig 
sertation on simple verbosity, redundance, tautology, and 
circumlocution, these businesslike authors simply dem. 
onstrate the weakness of the “diluted verb”; for e. 
ample, “At our Paris shop, we experienced a sale 
drop” for “At our Paris shop, sales dropped”; “The 
workman has put the new equipment to use in bendi 
wire” for “The workman bends wire with the ney 
equipment.” 

Particularly noteworthy about this book is the vari- 
ety in the illustrative material, including passages from 
I Corinthians; Through the Looking Glass; A pologia pn 
Vila sua; A Chapter on Ears; a letter to Chesebrough. 
Pond’s employees at McKees Rocks; The Bureau of 
Census Manual of Tabular Presentation: Team Re 
search in Fertiliser Economics; Huxley’s On a Hy 
pothesis; a commencement address by Adlai Steven- 
son. Very subtly the authors thus imbue their readen 
with the realization that there is no such thing as 
“business English’—that good English is the English 
of the Bible or the business communication: appropri 
ate English that accomplishes its purpose. And this fact 
is specifically illustrated in the excellent chapter on 
the business report, in which a difficult assignment is 
so logically subdivided that the student should be 
qualified to proceed with his research and with the 
writing of the report without special assistance from his 
instructor or a librarian. 

Even modern punctuation, which is so often pre 
sented as a chore, is here tendered as a blessing in 
contrast to that of 1672, as exemplified by a quotation 
from Newton’s A New Theory about Light and Colours, 
in reading which the student is subjected to dizzying 
waves of commas and semicolons. 

Other outstanding examples of the dexterous use of 
persuasion in teaching—and here the authors are free 
to use the word and to train their readers in the art— 
are found in chapter 13, under such winning subheads 
as “The Self-image,” ‘Learning to Satisfy Certain 
Basic Needs,” “The Pressure of Society,” ““Communi- 
cating Desirable Information First,” and, in chapter 14, 
in connection with sales, collection, claim, and adjust- 
ment letters. 

But many a business student will be most grateful 
for chapters 16 and 17, in which he reads the author 
convincing suggestions for learning to speak pubiicly 
with conviction and serenity. No aspect of the subject 
is too insignificant for the authors at this point. The 
matter of blinking one’s eyes, of clearing one’s throat, 
of rotating from side to side in talking, of pretending 
to be another person, of telling anecdotes, of squaring 
one’s shoulders, of raising one’s head—these matters 
and many others, including the basic matters of plat 
ning the speech and employing easily-manipulated note 
cards, are discussed in formal English. But here, a 
elsewhere, the authors, after formally stating the im 
portance of placing one’s watch on the lectern before 
beginning to speak, sink dramatically into vivid oF 
loquial prose because its emphasis seems needed; for 
example, “A speaker who hauls a watch out of his 
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pocket or pulls back his sleeve every minute continu- 
ally distracts his listeners.” 

The question ‘Has this book faults?” remains for 
each to answer for himself. Some who look at it hur- 
riedly might call it “‘short”—only 392 pages—but every 
aspect of communication in business and industry is 
discussed, and most people will probably think, ade- 
quately discussed. Each page says something new and 
says it interestingly and persuasively. The shortness 
of the book should prove an encouragement to master 
its contents. Others might object to the novel qualities 
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of the book—the avoidance of rules, the amount of 
space devoted to listening and speaking, the variety 
and vigor of the language—but most would consider 
these its greatest virtue. 

In any event, it is a book for serious students— 
whether they are in college or at the head of a great 
industrial organization—and it seems safe to predict 
that they will like this book, profit from it, and feel 
personally indebted to the authors. 

ZAIDEE Evpora GREEN 

City College of Chicago 


Taxes 


J. A. McFappen, Jr. C. D. Tusxa, Accounting and 
Tax Aspects of Patents and Research (Princeton, N. J.: 
D. Van Nostrand Company, Inc., 1960, pp. xvi, 311, 
$7.50). 


Duality is the keynote of this book. The two authors 
do not specifically divide their responsibility, yet the 
book does not appear to be a joint product. The two 
parts of the book have the quality of distinct segments 
rather than of functionally distinguished components of 
a whole. Part I, on Accounting, contains frequent gen- 
eral references to income tax considerations. Part IT, on 
Taxes on Patent Income or Sales, moves erratically be- 
tween 1954 Code and 1939 Code provisions. Part I 
evidences an intention to maintain a balance between 
descriptions of accounting techniques and the develop- 
ment of a rationale for the accounting treatment of re- 
search and development costs and patent prosecution 
and litigation costs. Part II is characterized by a mix- 
ture of Code analysis and case illustrations. The book 
has the merit of a practical slant; however, Part I lacks 
the aid of an integrated conception of income determi- 
nation, and Part II suffers from a parochial view of the 
income tax system. The writers maintain interest as 
they impart instruction; but the reader is likely to feel 
some irritation from the effort required to follow the 
threads of discourse. 

Part I, comprising about one-third of the book in 
length, is divided into six chapters. The first three 
chapters treat expenditures incurred at several stages in 
the life of a patent: in the formulation and development 
of a patentable idea, in the prosecution of the idea 
through a patent application, and in the protection of 
the property claim in interference proceedings or in- 
fringement litigation. The principal questions examined 
in these three chapters are: (1) What is the measure of 
costs associated with the asset? (2) How can these costs 
be identified, accumulated and used to support the asset 
claim? and (3) What accounting and tax policy con- 
siderations are relevant to the decisions to capitalize or 
expense the expenditures? 

The intermediate Chapter 4 examines the problem of 
classifying accumulated patent costs and makes sugges- 
tions on the documentation of patent rights. The princi- 
pal argumentation in this chapter advocates an averag- 
ing of each year’s aggregate patent costs over the num- 


ber of patents issued during that year and the number 
of patent applications on hand at the close of the same 
year. The conditions for the use of the average method 
are large volume (or homogeneity of patents) and regu- 
larity of patent issue over extended periods. 

Chapters 5 and 6 deal with expense and income as- 
pects of patent holdings. Preceding chapters considered 
the possibility of expensing expenditures in lieu of 
capitalization. The expense treated in Chapter 5 is as- 
sociated with expenditures previously capitalized, and 
is the result of policies on amortization of patent costs. 
The subject of patent income in Chapter 6 is developed 
from the points of view both of accounting controls and 
of the division of receipts between income and return of 
capital. The intermingling of income-tax distinctions 
with the accounting contrast between income and 
capital recovery results in some loss of clarity, and 
raises questions on the validity of the dichotomy as- 
serted between Part I and Part II. 

The bulk of the pages of this book are in Part II, 
which comprises eight chapters. Chapter 1 is basically 
introductory, developing the meaning of inventions and 
Gescribing the significance of patent applications, and 
a modified version of this chapter might have been used 
to introduce Part I. Chapters 2 through 7 relate patents 
to income-tax rules. Chapter 8 contains both tax and 
nontax discussion of trade secrets, trade marks and 
trade names, and copyrights. 

The outstanding merit of Chapters 2 through 7 is in 
the succinct briefing of illustrative court cases, The rele- 
vant factual situations are clearly stated, the cases are 
dissected principally for their income-tax issues, and 
pertinent portions of the opinions are presented. Unfor- 
tunately, the several briefing gems must be appreciated 
in relative isolation, instead of as elements in an artistic 
creation. Chapters 2 through 7 are poorly organized. 
Movement is from the specific to the general. A special 
tax rule limited to patent rights is examined in Chapters 
2 through 5, and the general capital gains rules are de- 
ferred to Chapter 6. In the de t of the special 
rule of IRC 1235 (or IRC 117(q) of the 1939 Code) the 
authors inquire into the dependent question of qualifica- 
tion as a “holder” (Chapter 2) before they approach the 
general conditions and effect of a transaction under this 
statute (Chapter 3). The two following chapters present 
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a progressively detailed examination of the subject- 
matter of the transaction: a transfer of “all substantial 
rights to a patent, or an undivided interest therein...” 
Chapter 7 breaks the structural pattern of the preceding 
chapters, i.e., an interpretation of specific Code pro- 
visions, by adopting a business-transaction approach. 
The subject-matter of that chapter is the financial as- 
pects of patent litigation, including both the element of 
recoveries and the element of litigation expenditures, 
with special attention to income-tax effects. 

Citations are characteristically to sections of the 1939 
Code, although the copyright date of the book is 1960. 
Statements from the Senate Committee Report on the 
1954 Code, written prior to the adoption of the Code in 
1954, are adduced as direct explanations of a 1956 
statutory amendment to the 1939 Code. Not even men- 
tion is made of the important section 1231 of the 1954 
Code (or section 117(j) of the 1939 Code), which 
provides capital-asset treatment, under certain condi- 
tions, for sales or exchanges of depreciable property 
used in trade or business. (The only reference to sec- 
tion 117(j) found by this reviewer is as an incident in 
an opinion excerpt, on page 195.) Nor is there any men- 
tion of the special relief provision under IRC 1304 for 
compensatory damages for patent infringement; this 
section was added to the Code in 1955. Apart from the 
omissions of relevant statutory material, there is an in- 
accuracy in the reporting of the statute dealing with 
long-term income from an invention or artistic work. 
The authors are technically correct in using terms of 36 
months in their reference to IRC 107 of the 1939 Code; 
however, their general reference is to CURRENT statutory 
materials, and the current Section 1302 of the 1954 Code 
has replaced the 36-month terms by periods of 24 
months of work and 60 months (in the case of an inven- 
tion) for spreading the income. 

It should be stated that the authors did not intend to 
give the “‘final word”’ on the subjects of patent account- 
ing and taxation. The book is rather intended as a sur- 
vey of these subjects and as an introduction to the more 
complicated concepts, especially in the nontax account- 
ing area. It is on this premise that the book is valuable 
“to the student, practitioner, or research principal.” 
And it is on this premise that the particular tax treat- 
ment in Part II can be justified. 

The Appendix of 21 pages includes reprints of se- 
lected sections of the Internal Revenue Codes. Sections 
from both the 1939 Code and the 1954 Code are pre- 


The Accounting Review 


sented in undistinguished numerical order. The 
concludes with a selected bibliography. 
Harvey T. DEINzER 
Professor of Accou 
University of Florida 


Pavut D. SEGHERsS, WILLIAM J. REINHART, AND 
wyn Nmanorr, Essentially Equivalent to a D 
(New York: The Ronald Press Company, 
200 pp., $10). 


Essentially Equivalent to a Dividend by Seghi 
Reinhart, and Nimaroff is one of a series in the 
Practitioners’ Library. It is a highly authorif 
treatment in clear language of a complex and impe 
subject. 

Distributions of cash and other property by corp 
tions may in given circumstances result for tax pur 
either in dividends, in capital gains, or in no 
income. This book covers the first situation, ¥ 
distribution or a transfer of cash or other property 
recognized as a dividend even though clothed in 
ments which would make it appear otherwise. 
corollary problems, distributions treated as result 
capital gains or as resulting in no income, are discus 
where necessary to the problem at issue but the t 
does not attempt to exhaust these subjects. 

The first chapter describes the problem and gi 
history in brief. The second chapter sets forth theg 
eralizations that have evolved and this serves as’ 
background for the third chapter which constitutes’ 
bulk of the book. This third chapter consists of sil 
summaries of the available cases which are groupe 
kind within an outline which facilitates finding cai 
a particular subject. The summary gives the argu 
for the taxpayer’s position and the court’s he 
Cases are included on the subject of deductibility by’ 
corporation as well as taxability to the stockholder, 
appendix lists the sources of the cases cited so ft 
reference may be had if desired. : 

The fourth chapter gives the opinions of the writ 
as to the cautions to be observed and advice as to 
to be taken to obtain advantageous treatment. Thissp 
cific counsel will be useful to practitioners, to ow 
and managers, and to investors. j 

Cuive F. Dunnam, 
School of Commerce 
University of Mississippi 
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